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CHAPTER  I 


INTRODUCTION 


Problem  Statement 


In  the  United  States  Air  Force  Procurement  system, 
the  Procurement  Contracting  Officer  (PCO)  is  charged  with 
the  responsibility  for  determining  if  the  prospective  con- 
tractor has  the  overall  ability  to  fulfill  the  requirements 
of  the  contract.  As  part  of  a meaningful  appraisal  of  a 
contractor's  viability,  the  PCO  or  his  designated  repre- 
sentative is  required  by  the  Armed  Services  Procurement 
Regulation  (ASPR)  to  perform  a financial  analysis  of  the 
contractor  (52:K:8).  This  analysis  can  be  performed  by  the 
PCO  or  delegated  to  such  agencies  as  a Defense  Contract 
Administration  Services  Office  (DCASO) , an  Air  Force  Plant 
Representative  Office  (AFPRO) , or  specialists  in  a Systems 
Program  Office  (SPO) . Since  a prospective  contractor  may 
be  evaluated  by  any  of  these  parties,  the  possibility 
exists  that  they  use  different  methods  of  financial  analyses 
To  assure  that  a consistent  and  comprehensive  financial 
analysis  is  performed,  there  should  be  a standardized 
approach  to  the  process.  This  need  could  be  satisfied  by 
identifying  those  financial  inputs  and  techniques  that 
should  be  used  by  DOD  financial  analysts  and  by  developing 


an  approach  to  financial  analysis  that  will  assist  in 
determining  the  financial  capability  of  the  prospective 
contractor. 


Overview 

This  thesis  will  identify  inputs  and  techniques  of 
financial  analysis  and  then  develop  an  approach  to  finan- 
cial analysis  that  could  be  used  by  all  DOD  agencies  and 
analysts  in  evaluating  the  financial  capability  of  a pro- 
spective aerospace  contractor.  The  researchers  have 
focused  their  attention  on  developing  an  approach  to 
financial  analysis  that  is  applicable  to  individual  corpo- 
rations in  the  aerospace  industry.  For  the  purposes  of 
this  thesis,  an  aerospace  corporation  is  defined  as  a 
corporation  that  manufactures  or  supplies  aircraft  and/or 
missile  end  items  and  major  components  to  the  DOD  under 
contract.  The  reason  for  selecting  the  aerospace  contrac- 
tors as  the  focal  point  for  a financial  analysis  is  due  to 
the  critical  role  the  aerospace  industry  plays  in  meeting 
DOD  objectives  and  the  large  dollar  volume  associated  with 
contracts  awarded  to  the  industry. 

The  remainder  of  Chapter  I is  concerned  with  the 
following  information  about  this  research  effort;  (1)  Back- 
ground, (2)  Justification,  (3)  Scope,  (4)  Objectives,  and 
(5)  Research  Questions.  A separate  discussion  of  each  of 
these  areas  provides  the  information  which  expands  on  the 


problem  statement,  and  leads  to  a formulation  of  the 
research  questions. 


Background 

A major  factor  that  should  cause  the  DOD  financial 
analyst  to  have  concern  about  the  financial  viability  of 
an  aerospace  contractor  is  the  relative  decrease  in  the 
size  of  the  defense  budget.  Although  dollar  amounts  have 
grown,  the  purchasing  power  of  the  annual  defense  appro- 
priation has  declined.  In  addition,  the  defense  budget  in 
relation  to  the  goverrunent  budget  has  steadily  decreased 
(Table  1) . It  is  also  noteworthy  that  as  the  defense 
dollar  continues  to  shrink,  personnel  costs  (active  and 
retired  military)  have  increased  at  the  expense  of  pro- 
curing military  equipment  (Table  2).  The  implication  is 
that  the  DOD  cannot  afford  to  obligate  substantial  funds 
to  a contractor  that  may  not  stay  in  business.  Not  only 
would  the  award  of  a contract  to  a financially  unsound 
corporation  constitute  misuse  of  public  funds,  but  it 
could  seriously  delay  or  cancel  the  procurement  of  a 
vitally  needed  weapon  system. 

The  importance  of  performing  adequate  financial 
analyses  of  prospective  contractors  is  further  emphasized 
in  a discussion  of  the  following  four  areas:  (i)  Objectives 

of  the  Acquisition  Process,  (2)  Analysis  of  the  Aerospace 
Industry,  (3)  DOD  Guidelines  for  Financial  .Analysis,  and 
(4)  Assignment  of  Financial  Analysis  Responsibility. 
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TABLE  2 

DOD  BUDGET:  MILITARY  PAY  VERSUS  PROCUREMENT  OF 
EQUIPMENT  (Figures  in  $ billions)  (37:59) 


Outlay 

1969 

1971 

1973 

1975 

1976E 

Military  Pay 

23.8 

26.0 

27.6 

31.2 

32.8 

Procurement 

24.0 

18.9 

15.7 

16.0 

16.5 

Objectives  of  the  Acquisition  Process 


An  important  objective  of  DOD  in  the  weapon  acqui- 
sition process  is  the  procurement  of  quality  "public  goods" 
at  a fair  and  reasonable  price  (6:1).  DOD  is  in  a unique 
position  as  a purchaser  of  weapon  systems.  These  weapon 
systems  provide  for  the  security  and  well-being  of  the 
United  States  and,  thus,  are  considered  "public  goods" 
(35:484).  It  is  in  the  interest  of  DOD  as  the  only  pro- 
vider of  this  service  to  have  as  many  reliable  sources  as 
possible  to  keep  competition  high  and  price  low  (20:328). 
This  objective  is  of  major  importance  when  one  considers 
the  continuous  political  and  economic  pressure  exerted  to 
limit  the  dollar  amount  of  the  defense  budget. 

A second  objective  of  DOD  in  purchasing  weapon  sys- 
tems is  to  preserve  the  industrial  base  that  provides  the 
weapons,  equipment,  and  services  required  to  meet  U.S. 
national  defense  objectives  (12:14).  Peck  and  Scherer 
comment  that  "...  the  Government  can  determine  the  entry 
and  exit  (and)  the  growth  and  decline  of  firms  making 
weapons  [38:49]."  The  economic  power  that  DOD  wields  in 
the  U.S.  economy  is  demonstrated  by  the  fact  that  defense 
spending  in  FY  76  accounts  for  24  percent  of  the  Government 
budget  and  5.2  percent  of  the  U.S.  GNP  (8:1). 

Numerous  policies  and  regulations  exist  to  guide 
the  DOD  in  the  expenditure  of  the  defense  budget.  One  of 
these  policies  directs  that  part  of  the  spending  be 
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designated  to  areas  of  high  unemployment  (6:17).  Other 
policies  require  that  prime  contractors  insure  that  a pro- 
portionate amount  of  sub-contracts  go  to  small  businesses 
and  that  goods  and  services  purchased  by  public  funds  comply 
with  the  Buy  American  Act  (6:14).  Thus,  another  objective 
of  DOD  becomes  the  social  and  economic  benefits  that  can 
be  derived  from  defense  spending. 

It  is  apparent  that  if  a selected  contractor  is 
not  financially  capable  of  successful  performance,  the 
impact  is  threefold.  First,  a v'eapon  system  needed  for 
national  defense  is  not  received  or  is  delayed.  Second, 
an  adequate  number  of  defense  suppliers  may  not  be  avail- 
able to  provide  needed  goods  in  times  of  national  crisis. 
Finally,  the  desired  social  and  economic  benefits  may  not 
occur. 

Analysis  of  the  Aerospace  Industry 

The  aerospace  industry  is  in  a unique  and  precari- 
ous situation.  J.  Fred  Weston  describes  the  aerospace 
industry  as  " . . . large,  growing,  and  significant.  No 
other  business  activity  has  as  much  significance  for  the 
national  security  [61:v]."  Since  a large  portion  (in  1975 
approximately  57  percent  (16:7))  of  the  industry's  revenues 
are  derived  from  DOD  expenditures,  these  companies  are 
largely  dependent  on  the  Government  for  their  continuing 
viability  as  business  enterprises.  Periodic  surveys  and 
studies  have  pointed  out  that  federal  procurement  policies 


designed  to  protect  the  Government  and  the  taxpayer  have 
tended  to  place  a greater  burden  of  risk  on  the  industry 
and  restrict  profits  to  low  levels  (16:12). 

Additionally,  there  is  a disparity  in  the  amount  of 
profits  received  for  production  of  civilian  aircraft  versus 
military  aircraft.  The  Standard  and  Poor's  Industry 
Survey  relates  that  in  the  majority  of  aerospace  companies, 
commercial  projects  determine  long-term  growth  prospects 
because  commercial  profit  margins  are  higher  (46:A-18). 

If  this  is  the  case,  the  implication  is  that  a major  aero- 
space contractor  like  Lockheed  Aircraft  Corporation  may 
have  relatively  poor  growth  prospects.  To  illustrate, 
Lockheed's  situation  is  discussed. 

In  1966,  airline  passenger  volume  was  growing  at 
15  percent  per  year  (3:91).  Heady  v/ith  success  from  its 
military  products,  Lockheed  decided  to  enter  the  commercial 
jet  market.  Having  missed  the  first  period  of  rapid  growth 
in  the  late  1950s,  Lockheed  was  determined  not  to  miss  the 
second.  Their  answer  lay  in  building  the  L-1011  Tri-star 
without  a firm  commitment  from  a single  airline  (3:91). 
Management  estimated  that  the  L-1011  could  capture  300 
planes  of  the  estimated  600  plane  "jumbo  jet"  market.  As 
of  1976,  Lockheed  has  spent  $1.2  billion  on  R & D and  pro- 
duction startup  costs,  sold  only  158  planes,  and  is 
"writing  off"  $50  million  in  deferred  costs  per  year 
through  1985  (25:20). 
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culties  in  financing  their  military  aircraft,  the  C-5A. 

In  fact,  the  C-5A  project  almost  caused  Lockheed  to  go  out 
of  business.  The  Air  Force  had  to  pay  $2.3  billion  for  an 
estimated  $1.28  billion  contract  and,  in  addition,  guarantee 
repayment  of  $250  million  in  loans  to  Lockheed  (22:17). 

These  steps,  however  unpalatable,  were  necessary  to  insure 
on-time  delivery  and  prevent  disappearance  via  bankruptcy 
of  a major  defense  supplier  (22:14-17).  One  of  the  many 
reasons  given  to  explain  Lockheed's  financial  troubles  on 
the  C-5A  project  was  the  inability  of  Lockheed  personnel  and 
the  PCO  to  accurately  forecast  the  cash  and  financing 
requirements  needed  to  complete  the  project.  In  addition, 
findings  of  the  Link  study  showed  that  the  overall  finan- 
cial strength  and  capability  of  Lockheed  was  overstated  at 
the  outset  of  the  program  (22:17).  Accordingly,  Lockheed 
faced  and  still  faces  serious  financial  difficulties. 

Not  every  aerospace  corporation  is  in  the  same 
predicament  as  Lockheed,  but  the  problems  faced  by  the 
industry  as  a whole  are  serious.  The  major  problems 
include:  (1)  the  cyclical  nature  of  military  sales  versus 

commercial  sales,  (2)  the  demand  uncertainty  of  "jumbo 
jets,"  (3)  Domestic  International  Sales  Corporation  (DISC) 
tax  laws,  (4)  use  of  deferred  costs,  and  (5)  capital  funds 
required. 
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The  Cvclical  Mature  of  Military  Sales  Versus  Commercial 


Sales . T'/her.  one.  sales  market  is  strong,  the  other  is  weak. 

The  industry  has  not  e.xperienced  a meaningful  uptrend  in 

both  markets  at  the  same  time  in  the  past  20  years  (1:118). 

Military  sales  have  been  very  strong  since  early  1974 

(i.e.,  the  current  production  phase  of  the  A-10,  F-5,  F-14, 

F-15,  and  AWACS^) , and  the  future  is  promising  (i.e.,  the 

2 

development  and  production  of  the  B-1,  F-16,  F-18,  STOL, 

3 

and  UTTAS  ).  However,  the  industry's  commercial  sales  are 
in  a clear  downtrend.  Commercial  sales  peaked  in  1973  at 
$4.3  billion  with  1976  sales  estimated  at  $3.0  billion 
(1:118)  . 

Demand  Uncertainty  of  "Jumbo  Jets.''  The  latest  trend  in 
civilian  aircraft  has  been  toward  building  expensive  super- 
carriers, i.e.,  the  Boeing  747,  the  McDonnell-Dcuglas  DC-10, 
and  the  Lockheed  L-1011.  Standard  and  Poor's  points  out 
that  sales  predictions  (particularly  for  McDonnell-Douglas 
and  Lockheed)  may  have  been  overly  optimistic  (46:A-20). 

To  date,  the  airlines  have  not  ordered  sufficient  numbers 
of  these  aircraft  to  make  them  profitable  for  the  aerospace 
firm  (53:101).  Sales  trends  for  these  aircraft  are  clearly 
down,  or,  as  in  Boeing's  sales,  stagnant  (Table  3). 

^AWACS--.A,irborne  Warning  and  Control  System. 

2 

ST0L--Short  Takeoff  and  La.nding  aircraft. 
^UTTAS--Utility  Tactical  Transportation  Aircraft 

System. 
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TABLE  3 

COR^IERCIAL  AIRCRAFT 

DELIVERIES 

(58:101) 

Company 

1973 

1974 

1975 

1976E 

1977E 

Boeing 

B-747 

30 

22 

20 

27 

20 

.McDonnell 

DC- 10 

57 

47 

43 

19 

15 

Lockheed 

L-1011 

39 

41 

25 

16 

10 

Domestic 

International 

Sales 

Corporation 

(DISC) 

Tax  Laws 

Modified . The  DISC  program  was  estimated  to  stimulate 
exports  by  allowing  the  tax  deferral  of  export  profits 
(46:A-27).  However,  the  Tax  Reform  Act  of  1976  has  modi- 
fied DISC  operations  by  limiting  the  amount  of  export  income 
that  can  be  deferred.  Previously,  one-half  of  export  income 
was  deferrable.  Now,  the  total  income  deferrable  is  one- 
third  (46:A-27).  Since  DISC  deferrals  are  subtracted  from 
income  taxes,  the  reduction  in  the  amount  of  profit  that 
may  be  deferred  has  the  effect  of  raising  the  corporation's 
tax  rate  and  lowering  income.  Boeing  (41  percent  of  sales 
are  exports),  McDonnell-Douglas  (40  percent),  and  Northrop 
(25  percent)  are  the  aerospace  corporations  most  effected 
by  this  change  in  the  law  (57:102). 

Use  of  Deferred  Costs.  The  aerospace  industry  normally 
defers,  i.e.,  spreads,  the  costs  of  R & D and  production 


10 


startup  over  the  estimated  production  life  of  the  air- 
craft program.  Financial  problems  occur  with  the  use  of 
this  method  of  accounting  when  the  actual  production  life 
of  the  program  falls  short  of  the  estimated  production  life. 
Lockheed  (the  L-1011  program)  is  currently  writing  off 
$50  million  a year  and  will  do  so  until  1985.  McDonnell- 
Douglas  (the  DC- 10  program)  has  accelerated  its  write- 
offs of  deferred  expenses.  If  new  DC- 10  orders  are  not 
received  in  the  near  future,  there  could  be  a major  write- 
off of  deferred  costs  in  1978  (57:102).  In  essence,  the 
use  of  deferred  costs  can  allow  the  firm  to  give  the  appear- 
ance of  being  "financially  sound"  when,  in  fact,  the 
opposite  is  true.  Corporate  examples  in  recent  history 
that  illustrate  this  fact  are  Lockheed  Aircraft  Corporation 
and  Grumman  Corporation.  It  is  possible  that  McDonnell- 
Douglas  may  soon  join  this  list. 

Capital  Funds  Required.  A significant  characteristic  of 
the  aerospace  industry  is  the  large  sums  of  money  required 
to  develop  a new  aircraft.  Lockheed  invested  $1.2  billion 
before  it  delivered  its  first  L-1011  and  McDonnell-Douglas 
invested  $900  million  in  its  DC-10  program  (57:116). 

Another  example  that  typifies  the  cost  of  developing  a new 
aircraft  is  reflected  in  the  1977  defense  budget.  For 
FY  77,  $1.5  billion  has  been  allocated  to  the  B-1  bomber. 
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with  $1  billion  designated  for  the  purchase  of  three  air- 
craft (63 : 10) . 

The  large  requirement  for  funds  cnly  ui.derlines 
the  uncertainty  which  surrounds  the  industry  .ini  provides 
questions  as  to  the  viability  of  particular  contractors. 

The  ability  of  the  industry  as  a whole  to  obtain  funds  is 
so  poor  that  the  Presidential  Aviation  Advisory  Commission 
has  suggested  creation  of  an  Under  Secretary  position  to 
institute  project  management  procedures  (similar  to  those 
of  USAF  Systems  Project  Offices)  in  the  production  of 
civilian  aircraft  (46:A-20). 

The  potential  inability  of  the  aerospace  industry 
to  obtain  financing  to  meet  requirements  poses  a serious 
situation.  .A  recent  Aerospace  Industries  Associa 
study  summarized  the  situation  as  follows: 

As  compared  with  the  profits  of  industries  oriented 
to  commercial  markets,  defense  contractor  profits  are 
too  low  for  the  risks  defense  contractors  face  and  for 
their  long-term  viability.  Uncertainty  is  the  princi- 
pal risk  perceived  by  the  survey  participants — uncer- 
tainty pertaining  both  to  the  fulfillment  of  present 
contracts  and  the  winning  of  future  contracts.  Because 
of  these  and  other  "negatives,"  defense  contractors 
are  perceived  as  less  attractive  risks  among  the 
corporate  clients  of  banks  and  other  financial  institu- 
tions. Unless  these  problems  can  be  reduced,  if  not 
eliminated,  the  defense  industry  is  likely  to  find  it 
increasingly  difficult  to  secure  both  the  short-term 
and  long-term  financing  it  requires  [16:13-14]. 


POD  Guidelines  for  Financial  Analysis 

The  PCO  is  required  by  ASPR  to  perform  a financial 
analysis  of  the  contractor.  General  guidelines  as  to  the 
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nature  and  extent  of  the  financial  analysis  to  be  performed 
are  contained  in  ASPR  (Section  1,  Appendix  E,  and  Appendix 
K)  . A s’ommary  of  the  important  guidelines  follows: 

Section  1 of  ASPR  outlines  the  requirem.ents  for 
advanced  procurement  planning  (52:1:210).  The  determina- 
tion of  the  contractor's  financial  capability  is  one  of  the 
milestones  to  be  included  in  advanced  procurement  planning. 

Appendix  E of  ASPR  states, 

- . . the  necessity  for  financial  information  and 
analysis,  and  the  scope,  depth  and  detail  of  analysis 
of  financial  capability  must  vary  reasonably  with  the 
circumstances  of  particular  cases  [52:E:10]. 

The  "scope,  depth,  and  detail"  of  the  financial  analysis  is 

left  to  the  discretion  and  judgment  of  the  PCO  with  the 

following  guidelines: 

. . . financial  analysis  would  serve  no  useful 
purpose  in  connection  with  contractors  who  are  known 
from  experience  to  be  so  strong  and  so  competently 
managed  as  to  be  relied  upon  to  perform  their  con- 
tracts satisfactorily,  . . . [52:E:10]. 

From  the  above,  it  is  implied,  though  not  stated, 
that  an  in-depth  analysis  of  a "proven"  contractor  may  not 
be  performed.  Therefore,  it  is  possible  that  at  the  dis- 
cretion of  the  PCO,  aerospace  companies  such  as  Boeing, 
McDonnell-Douglas , Lockheed,  etc.,  may  not  have  their 
financial  capability  examined  as  closely  as  might  be  needed. 

Additionally,  Appendix  E gives  guidance  for  the 
collection  of  necessary  financial  data  to  adequately  com- 
plete a comprehensive  financial  analysis.  ASPR  states, 
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. . • An  estimated  cash  budget  (cash  flow  fore- 
cast) and  financial  statements  prepared  by  the  contrac- 
tor will  be  very  useful  for  the  purpose  of  arriving  at 
an  informed  judgment  as  to  the  cash  requirements  (both 
for  the  contract  and  for  the  contractor's  other  activi- 
ties) [52:E:11]. 

and, 

. . . When  considered  useful  or  necessary,  such 
estimates  should  be  requested  from  the  prospective  con- 
tractor, analyzed  by  financial  personnel,  and  discussed 
to  extent  necessary  [52:E;11]. 

Again,  this  area  of  actually  collecting  the  finan- 
cial data  and  analyzing  it  is  a judgmental  decision  of  the 
PCO.  However,  it  is  important  to  note  that  ASPR  does  not 
specify  what  constitutes  an  adequate  financial  analysis. 

The  PCO  performs  the  analysis  as  he  determines  appropriate. 

Recently,  the  Office  of  .Management  and  Budget  (0MB) 
distributed  Circular  A-109  which  dealt  with  the  procedures 
to  be  followed  in  the  weapon  system  acquisition  process. 
Specifically,  it  states  that  the  selection  of  a contractor 
for  the  full  scale  development  and  production  of  a system 
is  to  be  made  on  the  basis  of  a number  of  factors.  One 
such  factor  is  the  "...  contractor's  demonstrated  manage- 
ment, financial,  and  technical  capabilities  to  meet  program 
objectives  [36:20]."  Financial  analysis  and/or  manageme.nt 
is  not  mentioned  elsewhere  in  the  circular.  These  general 
guidelines  create  the  possibility  that  an  incomplete  and/or 
inaccurate  analysis  will  be  made. 
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Assignment  of  Financial 
Analysis  Responsibility 

The  PCO  determines  who  performs  the  financial 
analysis  of  the  prospective  contractor.  The  PCO  may  perform 
the  analysis  himself;  he  may  delegate  this  responsibility 
to  the  Administrative  Contracting  Officer  (ACO)  of  the 
Defense  Contract  Administration  Services  Office  (DCASO) 
located  nearest  to  the  prospective  contractor;  or  he  may 
task  the  ACO  located  at  the  prospective  contractor's  Air 
Force  Plant  Representative  Office  (AFPRO) . However,  if 
the  PCO  (or  ACO)  does  not  feel  that  he  has  enough  informa- 
tion to  complete  the  analysis,  he  may  request  assistance 
from  other  Contract  Administration  Offices. 

4 

For  the  acquisition  of  a major  weapon  system,  the 
DOD  normally  establishes  a SPO  to  manage  the  development 
and  production  of  that  system.  A formal  source  selection 
process  is  implemented  to  select  a contractor.  This  process 
includes  establishing  a Source  Selection  Authority  (SSA) , 
a Source  Selection  Advisory  Council  (SSAC) , and  a Source 
Selection  Evaluation  Board  (SSEB)  (12:260-262).  The  SSEB 
is  usually  tasked  with  performing  the  required  financial 
analyses  of  the  prospective  contractors,  or  it  may  task 
any  of  the  previously  mentioned  agencies  to  do  so  (55:6). 

The  financial  analyses  findings  of  the  SSEB  are  reviewed 

4 

Major  weapon  systems  are  classified  as  those  that 
have  costs  in  excess  of  $75  million  for  Research  and  Develop- 
ment and/or  $300  million  for  Production  (56:2). 
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by  the  SSAC  and  are  taken  into  consideration  when  the  SSAC 
makes  its  recommendations  to  the  SSA.  There  are  specific 
DOD  directives  that  emphasize  the  importance  of  determining 
the  financial  capability  of  a prospective  contractor  in  the 
acquisition  of  a major  weapon  system.  These  pertinent 
directives  are:  (1)  DOD  Directive  5000.1,  Acquisition  of 

Major  Weapons  Systems,  and  (2)  DOD  Directive  4105.62, 
Proposal  Evaluation  and  Source  Selection. 

With  the  number  of  agencies  available  for  perform- 
ing a financial  analysis  of  a prospective  contractor,  the 
possibility  exists  for  confusion  on  who  is  doing  what. 

The  net  result  could  be  an  incomplete  or  inaccurate 
analysis,  or,  a great  deal  of  duplication  of  effort. 

Justification 

There  is  a need  for  developing  a methodology  of 
financial  analysis  that  can  be  used  by  any  DOD  agency  when 
a determination  of  the  financial  capability  of  an  aerospace 
corporation  is  required.  This  need  has  been  recognized  by 
DOD  (26:1).  In  the  fall  of  1975,  DOD  engaged  the  services 
of  the  Logistics  Management  Institute  (LMI) . The  purpose 
of  this  action  is  for  LMI  to  study  the  matter  and  propose 
solutions  that  would  allow  DOD  to  determine  the  financial 
capability  status  of  its  contractors.  LMI  designated  this 
study  Project  75-11  with  the  title  of  "Analysis  of  Con- 
tractor Financial  Capability." 
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An  overview  of  Project  75-11  is: 


Definition  of  Problem.  DOD  does  not  have  adequate 
knowledge  of  the  financial  capability  of  its  contrac- 
tors. DOD  needs  a disciplined,  well-structured  system 
to  provide  financial  information  at  the  following 
points  in  the  procurement  process: 

1.  Pre-Award 

2.  Post- Award 

3.  Special  Studies 

Objectives  of  Study.  Several  objectives  of  Project 
75-11  are: 

1.  Assess  current  DOD  practices. 

2.  Survey  analytical  measures  employed  by  private 
financial  institutions. 

3.  Survey  commercially  available  computer  based 
analytical  systems. 

4.  Develop  basic  design  of  a suitable  DOD  system. 
[26:1-2] . 

The  LMI  study  was  initiated  because  DOD  felt  that 
a more  in-depth  pre-award  financial  analysis  is  needed  on 
large  contractors  and  that  the  analysis  could  be  performed 
more  effectively  through  ready  access  to  a computer  based 
data  analysis  system  (26:5).  As  of  May,  1977,  LMI  has  not 
released  its  preliminary  findings. 


Scope 

This  research  is  concerned  with  identifying  those 
information  sources  and  financial  techniques  that  are  avail- 
able to  DOD  financial  analysts  and  are  necessary  to  perform 
a financial  analysis  on  prospective  contractors  in  the  aero- 
space industry.  Additional  effort  is  directed  towards 
developing  a financial  analysis  approach  that  is  applicable 
to  analyzing  the  financial  capability  of  aerospace  corpora- 


V 


Obj  actives 

1.  To  identify  those  factors  of  financial  analysis 
that  are  important  for  a DOD  financial  analyst  to  properly 
analyze  the  financial  capability  of  a prospective  aero- 
space contractor. 

2.  To  develop  a financial  analysis  approach  that 
can  be  applied  to  the  aerospace  industry. 

j 

! 

Research  Questions  ' 

”■  1 

1.  What  specific  information  and  financial  tech- 
niques will  be  most  useful  to  evaluate  the  financial  capa-  I 

bility  of  an  aerospace  contractor? 

2.  How  can  this  information  be  combined  to  form  an 

I 

approach  to  financial  analysis  that  is  applicable  to  the 
aerospace  industry? 
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CPIAPTER  II 
RESEARCH  METHDOLOGY 
Overview 

The  purpose  of  this  chapter  is  to  describe  the 
research  techniques  which  were  used  to  answer  the  research 
questions.  The  approach  was  subdivided  into  two  stages. 

The  first  stage  dealt  with  Research  Question  1 and  set 
forth  those  actions  accomplished  in  defining  the  inputs 
to  be  used  in  performing  a financial  analysis  of  an  aero- 
space corporation.  The  second  stage  of  research  concerned 
Research  Question  2 and  described  the  method  used  in 
developing  an  approach  to  financial  analysis  that  is  appli- 

5 

cable  to  aerospace  corporations. 


Development  of  Financial  Analysis  Inputs 
The  first  stage  of  the  research  was  designed  to 
answer  the  question:  What  specific  information  and  financial 
techniques  will  be  most  useful  to  evaluate  the  financial 
capability  of  an  aerospace  corporation?  The  answer  to  this 


The  phrase  "an  approach"  to  financial  analysis  could 
describe  a model  or  checklist  to  be  followed  when  performing 
a financial  analysis.  The  researchers  have  taken  the 
liberty  of  using  "an  approach"  and  model  interchangeably 
from  this  point  through  the  remainder  of  the  thesis. 
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question  was  developed  from  a review  of  the  literature  spe- 
cifically pertaining  to  financial  analysis  and  management. 
The  literature  review  included: 


1.  Professional  journals  and  periodicals. 

2.  Published  materials  on  financial  analysis, 
financial  management,  and  security  analysis. 

3.  Research  reports  of  institutions  of  higher 
learning  including  United  States  military  professional 
schools . 

4.  United  States  Department  of  Defense  publica- 
tions including  those  of  the  various  military  services. 

Literature  sources  were  initially  identified  by 
reviewing  the  library  card  catalogs  at  University  of  Dayton, 
Wright  State  University,  and  the  Air  Force  Institute  of 
Technology  School  of  Systems  and  Logistics.  Key  words  used 
to  identify  possible  sources  were:  financial  analysis, 
financial  management,  security  analysis,  and  investment 
analysis . In  addition,  a review  of  several  indexes  of  peri- 
odicals was  conducted  to  identify  research  information  con- 
tained in  professional  journals  and  periodicals.  The 
indexes  reviewed  were  the  Business  Periodicals  Index, 

Readers  Guide  to  Periodical  Literature,  and  the  Air  Uni- 
versity Index  to  Military  Periodicals.  Finally,  the 
Defense  Documentation  Center  (DDC) , the  Defense  Logistics 
Studies  Information  Exchange  (DLSIE) , and  the  Logistics 
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Management  Institute  (LMI)  libraries  were  reviewed  to 
identify  research  information. 


I 
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Through  this  review  of  literature,  the  opinions  of 
authors  in  the  financial  analysis  discipline  were  analyzed 
regarding  those  aspects  of  financial  analysis  which  should 
be  included  in  any  financial  analysis  model.  This  research 
has  focused  primarily  on  those  aspects  of  financial  informa- 
tion and  techniques  which  literature  supported  as  being  ^ 

relevant  in  helping  satisfy  financial  analysis  requirements. 

The  value  of  a specific  input  or  technique  was  evaluated 
on  two  basic  criteria. 

The  first  criterion  was  the  frequency  that  a poten- 
tial input  or  technique  appeared  in  the  literature.  For 
e.xample,  if  a majority  of  the  sources  reviewed  stated  that 
a financial  analysis  model  must  have  a means  for  measuring 
the  corporation's  current  ratio,  this  input  then  beca.me  a ; 

candidate  for  inclusion  in  the  final  list  of  inputs  and 

techniques.  1 

But  frequency  of  occurrence  in  the  literature  was 
not  necessarily  sufficient  justification  for  retaining  that  I 

input  or  technique  in  the  final  list.  Regardless  of  fre- 
quency of  occurrence,  the  specific  input  or  technique  must 
have, been  supported  by  a second  criterion,  sound  logical 

argument  in  terms  of  relevance  to  the  information  needs  of  ^ 

I 

CCD  financial  analysts.  For  example,  the  review  cf  the  I 

literature  revealed  a strong  desire  for  a financial  analysis  j 
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model  to  have  information  on  the  corporation's  market 
price  to  earnings  (PE)  ratio.  But  inclusion  of  this  input 
in  an  approach  to  DOD  financial  analysis  is  of  marginal 
value  because  the  DOD  analyst  is  interested  in  the  finan- 
cial condition  of  the  corporation,  not  what  valuation  pri- 
vate investors  place  on  the  corporation's  stock.  There- 
fore, the  PE  ratio  is  excluded. 

The  development  of  these  financial  inputs  and 
techniques  is  documented  in  Chapter  III  of  this  thesis. 

Each  input  and  technique  is  discussed  as  a separate  element 
of  Chapter  III.  It  is  obvious  the  list  of  potential  finan- 
cial inputs  and  techniques  is  quite  large.  To  ensure  a 
systematic  review  of  all  possible  financial  inputs  and  tech- 
niques, the  researchers  identified  and  researched  the  follow- 
ing major  categories  of  financial  analysis: 

SECTION 

I.  Source  of  financial  information 

A.  Corporate  financial  statements 

B.  Investment  advisory  service  reports 

C.  Creditor  reports 

D.  Business  and  aerospace  publications 

II.  Tools  and  techniques  of  financial  analysis 

A.  Ratio  analysis 

B.  Trend  analysis 

C.  Cash  flow  analysis 

D.  Funds  flow  analysis 

III.  Financial  forecasting  techniques 

A.  Sales  forecast 

B.  Cash  flow  forecast 

C.  Pro  forma  financial  statements 
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IV.  Corporate  financial  policy 

A.  Capital  budgeting  decision 

B.  Capital  structure  and  debt/equity 

financing 

C.  Capital  investment  decision 

D.  Corporate  dividend  policy 

V.  Prior  performance  on  government  contracts 

Once  the  final  list  of  financial  inputs  and  tech- 
niques was  developed,  the  researchers  selected  those  aspects 
that  were  appropriate  to  an  aerospace  industry  financial 
analysis  and  developed  an  approach  to  financial  analysis 
that  could  be  used  by  DOD  financial  analysts.  This 
approach  follows  the  same  sectional  outline  as  that  pre- 
sented above.  A discussion  of  this  approach  to  financial 
analysis  follows. 

Development  of  an  Approach  to  Financial 
Analysis  .Applicable  to  the 
Aerospace  Industry 

The  financial  analysis  approach  that  was  developed 
is  essentially  a non-quantitative  model.  It  does  not  yield 
a "final  number"  that  can  be  compared  to  an  inde.x  and 
determine — yes,  the  corporation  is  financially  capable,  or, 
no,  the  corporation  is  not  financially  capable.  Only  Sec- 
tion II,  Tools  and  Techniques  of  Financial  Analysis,  and 
Section  III,  Financial  Forecasting  Techniques,  yield  quanti- 
tative numbers  tha>.  can  be  com.pared  to  the  corporation's 
past  performance  or  to  the  aerospace  industry's  averages. 

An  example  is  the  firm's  current  ratio,  which  is  included 
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in  Section  II  of  the  model. 


For  1975,  the  current  ratio  was 


1.2.  By  comparing  1.2  to  the  firm's  past  yearly  average 
of  2.3  and  to  the  aerospace  industry's  average  of  2.1,  an 
indication,  not  a conclusion,  is  given  that  the  firm  is 
not  in  the  best  financially  liquid  position.  This  one  ratio 
or  any  other  ratio  cannot  allow  the  analyst  to  conclude  that 
a corporation  is  financially  capable  or  not  capable.  The 
preceding  exercise  was  used  to  demonstrate  that  although 
there  are  some  quantitative  computations  that  must  be  made 
in  the  model,  the  final  decision  on  financial  capability 
is  essentially  subjective  on  the  analyst's  part. 

Sections  I,  IV,  and  V are  strictly  subjective.  The 
analyst  will  have  to  rely  upon  his  experience  and  financial 
knowledge  to  draw  the  appropriate  conclusions.  Finally, 
after  properly  reviewing  and  analyzing  all  five  sections 
of  the  financial  analysis  model,  the  analyst  will  be  able 
to  subjectively  determine  a corporation's  financial  capa- 
bility to  perform  a government  contract. 

The  development  of  this  aerospace  industry  financial 
analysis  model  is  documented  in  Chapter  III  of  this  thesis. 
Additionally,  a "checklist"  form  of  this  approach  to  finan- 
cial analysis  is  described  in  Chapter  IV.  The  following 
assumptions  and  limitations  were  used  as  a 
developing  the  approach. 


framework  for 


1.  DOD  financial  analysis  is  inconsistent  in  its 
application  to  the  aerospace  industry. 

2.  All  major  aerospace  corporations  must  file  their 


financial  statements  with  the  Securities  and  Exchange  Com- 
mission. 

3.  Methods  of  accounting  are  substantially  similar 
throughout  the  aerospace  industry. 

Limitations 

1.  The  results  of  this  research  can  only  be  used 
to  infer  to  the  aerospace  industry. 

2.  Subjective  judgment  on  the  part  of  the  research- 
ers was  used  to  interpret  comments  relative  to  appropriate- 
financial  techniques. 

3.  The  approach  to  financial  analysis  developed 
cannot  be  validated  because  it  is  designed  to  aid  the 
decision-making  process  rather  than  yield  a yes  or  no  deci- 
sion. 


general,  the  answer  to  this  research  question  was  the  result 
of  a review  and  analysis  of  the  literature  pertaining  to 
financial  analysis  and  management. 


Review  of  Literature 

The  review  of  literature  revealed  a plethora  of 
material  on  the  subject  of  financial  analysis  and  manage- 
ment. However,  most  of  this  literature  pertained  to  the 
financial  analysis  of  a "typical"  corporation.  Few  sources 
of  information  were  found  that  demonstrated  a "how  to" 
approach  in  performing  a financial  analysis  on  a corpora- 
tion in  a specific  industry.  Those  industries  that  had 
such  specific  guides  were  the  banking  industry,  the  public 
utility  industry,  the  railroad  industry,  and  the  air  car- 
rier industry.  No  specific  literature  was  found  on  how  to 
perform  a financial  analysis  and  evaluate  the  financial 


capability  of  an  aerospace  corporation  or  the  aerospace 
industry. 

The  main  portion  of  this  chapter  is  devoted  to  the 
identification  and  justification  of  the  financial  inputs 
and  techniques  which  should  be  included  in  a DOD  financial 
analyst's  model  of  financial  analysis  of  an  aerospace 
corporation.  To  ensure  a systematic  review  of  all  possible 
financial  inputs  and  techniques  of  financial  analysis  and, 
more  importantly,  to  present  a sequence  that  would  flow 
most  logically  for  the  reader,  the  identification  and 
justification  of  those  inputs  and  techniques  are  presented 
in  the  order  identified  in  Chapter  II  of  this  thesis. 

Sources  of  Financial  Information 

Before  the  analyst  can  begin  to  perform  a financial 
analysis  of  an  aerospace  corporation,  he  must  have  the 
necessary  financial  information.  To  aid  the  analyst  in 
selecting  the  proper  information,  it  is  appropriate  to  con- 
sider the  following  questions:  What  information  is  neces- 
sary and  useful?.  Where  can  this  information  be  found?. 

How  accurate  and  reliable  is  this  information?  These 


questions  will  be  addressed  in  each  of  the  major  categories 
of  sources  of  financial  information. 

The  sources  of  financial  information  that  the  DOD 


analyst  has  available  to  him  concerning  the  aerospace 
industry  or  a specific  aerospace  corporation  can  be 


classified  into  four  major  categories:  (1)  Corporate  finan- 

cial statements,  (2)  Investment  advisory  service  reports, 

(3)  Creditor  reports,  and  (4)  Business  and  aerospace 
publications.  A detailed  discussion  of  the  types  of  finan- 
cial information  to  be  found  in  each  of  the  above  categories 
is  presented  for  the  reader. 

It  should  be  noted  here  that  only  corporations  that 
are  publicly  owned  are  required  to  disclose  financial  and 
operational  information.  For  purposes  of  this  discussion, 
the  researchers  have  assumed  that  all  major  aerospace 
corporations  that  have  dealings  with  DOD  are  publicly  owned 
and  must  file  the  appropriate  financial  statements  with 
the  Securities  and  Exchange  Commission  (SEC) . Therefore, 
the  DOD  analyst  has  ready  access  to  these  statements. 

Corporate  Financial  Statements 

The  most  important  sources  of  financial  information 
concerning  a specific  aerospace  corporation  are  the 
financial  statements  presented  by  the  corporation  itself. 

The  aerospace  corporations  present  their  statements  to  their 
shareholders  in  an  Annual  Report.  The  report  is  a summary 
of  the  corporation's  financial  position,  operations,  and 
management  philosophy  over  the  previous  twelve  months. 

The  corporation  also  issues  quarterly  reports  highlighting 
their  operations  of  the  past  three  months.  In  addition, 
financial  statements  are  presented  to  the  SEC  in  much 


greater  detail  in  reports  identified  as  Forms  8-K,  10-K, 
and  10-Q  (7:164) . 

The  published  financial  statements  are  general 
purpose  entity  statements,  which  present  the  financial 
position  and  operating  results  of  a business  for  a stated 
period.  Kennedy  and  McMullen  had  the  following  to  say 
about  financial  statements: 

Financial  statements  are  prepared  for  the  purpose 
of  presenting  a periodical  review  or  report  on  progress 
by  management  and  deal  with  the  status  of  the  invest- 
ment in  the  business  and  results  achieved  during  the 
period  under  review.  They  reflect  a coir±>ination  of 
recorded  facts,  accounting  conventions,  and  personal 
judgments;  and  the  judgments  and  conventions  applied 
affect  them  materially.  The  soundness  of  the  judg- 
ments necessarily  depends  on  the  competence  and 
integrity  of  those  who  make  them  and  on  their  adher- 
ence to  generally  accepted  accounting  principles  and 
conventions  [19:11]. 


and , 


Financial  statements  contain  objective  and  mean- 
ingful data  for  use  (1)  by  management  as  the  basis  for 
financial  and  operating  routine  and  policy  decisions; 
and  (2)  by  stockholders,  bond  holders,  banks,  creditors, 
government  agencies  and  labor  unions  for  a variety  of 
reasons  [19:14] . 

Three  of  the  reasons,  which  are  also  objectives  of  finan- 
cial statements,  that  the  DOD  analyst  is  vitally  concerned 
with  are: 


1.  To  provide  reliable  information  about  the 
earnings  of  a business  enterprise. 

2.  To  provide  quantitative  information  useful 
in  predicti.ng  the  future  operations  of  the  enterprise. 
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3.  To  measure  financial  strength.  The  statements 
aid  in  assessing  the  firm's  capability  to  finance  opera- 
tions out  of  earnings,  its  ability  to  repay  obligations  when 
due,  and  its  capacity  for  obtaining  additional  funds  from 
investors  and  creditors  (59:960). 

In  addition  to  the  above  reasons,  Eugene  M.  Lerner  states 
that  financial  statements  should  be  used  for  control  pur- 
poses (21:43).  By  monitoring  the  various  financial  output 
measures,  the  analyst  can  be  alerted  to  changes  in  the 
corporation's  financial  position.  Since  financial  state- 
ments are  important,  the  researchers  will  now  present  the 
statements  with  which  the  DOD  analyst  should  be  familiar. 

The  principal  financial  statements  that  are  required 
by  the  SEC  are  the  balance  sheet,  the  income  statement,  the 
statement  of  retained  earnings,  and  the  statement  of 
changes  in  financial  position  (34:1).  These  statements  are 
all  historical  in  nature.  A brief  description  of  each 
statement  follows: 

The  balance  sheet  portrays  the  financial  condition 
of  the  corporation  at  one  particular  moment  in  time  (34:18). 
Kennedy  and  McMullen  emphasize  that  the  balance  sheet  "is 
not  a statement  of  value,  it  is  only  a listing  of  the 
sources  and  investments  of  capital  [19:5]."  The  balance 
sheet  lists  the  assets,  liabilities,  and  owners'  equity  of 
the  corporation  as  of  the  closing  date  of  the  statement. 
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Five  types  of  information  and  guidance  that  the  analyst 
may  derive  from  a study  of  the  balance  sheet  are: 

(1)  It  shows  how  much  capital  is  actually  invested 
in  the  business  and  how  the  structure  is  divided 
between  senior  issues  and  common  stock. 

(2)  It  provides  a picture  of  the  working  capital 
position  by  listing  current  liabilities  opposite  cur- 
rent assets. 

(3)  It  provides  a check  upon  the  validity  of  the 
earnings  reported  in  the  income  account  by  listing  the 
capital  surplus  (retained  earnings)  and  reserves 
accounts . 

(4)  It  supplies  data  to  test  the  success  or 
prosperity  of  the  business. 

(5)  It  supplies  the  basis  for  analyzing  the  source 
of  income  in  addition  to  the  statement  of  changes  in 
financial  position  [15:202]. 

An  example  of  the  corporate  balance  sheet  is  found  in 

Appendix  A. 

The  income  statement  provides  a review  of  the  fac- 
tors directly  concerned  with  the  determination  of  the  net 
income:  the  revenue  realized  from  the  sale  of  goods  or 


services  and  the  costs  incurred  in  the  process  of  producing 
revenue  (34:15).  Basically,  the  statement  reveals  the  net 
income  (or  net  loss)  resulting  from  the  corporation's 
operations.  The  statement  is  an  activity  statement  and 
shows  what  the  corporation  did  in  dollar  terms  over  a 
period  of  time.  From  the  analysis  aspect,  the  leading  ques- 
tion that  the  DOD  analyst  is  concerned  with  regarding  the 
income  statement  is  "what  indication  does  the  earnings 
record  carry  as  to  the  future  earnings  power  of  the 
company  [15:107]?"  An  example  of  an  income  statement  is 
found  in  Appendix  A. 
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The  statement  of  retained  earnings  provides  a 


review  of  changes  in  the  owners'  equity  that  have  been 
recorded  in  the  Retained  Earnings  account  during  a stated 
period  of  time  (34:66).  The  information  presented  in  the 
retained  earnings  statement  is  limited  to  the  changes  in 
capital  stock,  paid-in  surplus,  and  retained  earnings.  All 
information  that  produces  the  change  in  retained  earnings 
is  found  in  the  income  statement.  An  example  of  a state- 
ment of  retained  earnings  is  found  in  Appendix  A. 

The  statement  of  changes  in  financial  position, 
also  known  as  the  funds  statement,  is,  in  the  opinion  of 
the  researchers,  the  most  valuable  financial  statement. 

This  statement  shows  the  flow  of  working  capital^  during 
the  stated  period  of  time  (19:5).  The  statement  siimmarizes 
the  changes  in  the  working  capital  and  accounts  for  these 
changes  by  showing  the  sources  from  which  the  working 
capital  has  been  obtained  and  the  uses  to  which  it  has 
been  devoted.  The  importance  of  a corporation's  working 
capital  position  will  be  discussed  later  in  this  chapter. 

An  example  of  the  statement  of  changes  in  financial  posi- 
tion is  found  in  Appendix  A. 

^Working  capital  refers  to  the  firm's  investment 
in  short-term  assets  such  as  cash,  securities,  inventories, 
and  receivables  (62:574).  "Net"  working  capital  is  the 
difference  between  current  assets  and  current  liabilities 
(33:170) . 
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The  analysis  of  the  corporation's  financial  state- 


ments as  presented  in  the  annual  report  or  reports  filed 
with  the  SEC  is  not  enough  to  insure  that  the  analyst  has 
completed  a thorough  analysis.  Roy  A.  Foulke  states, 

"It  is  the  unusual  annual  report  to  stockholders  that  con- 
tains sufficient  information  for  a comprehensive  financial 
analysis  [11:41]."  The  alert  DOD  analyst  should  be  aware 
of  this  fact  and  of  the  limitations  of  corporate  financial 
statements.  Myers  points  out  that  four  important  facts 
with  respect  to  the  limitations  of  the  statements  are: 

(1)  Precision  of  the  financial  statement  data  is 
impossible  because  the  statements  deal  with  matters 
that  cannot  be  stated  precisely. 

(2)  The  statements  do  not  show  the  financial  con- 
dition of  a business,  rather  they  show  the  position  of 
financial  accounting  for  the  business. 

(3)  The  statements  are  essentially  interim 
reports,  and,  therefore,  cannot  be  final  because  the 
actual  gain  or  loss  of  a business  can  be  determined 
only  when  it  is  sold  or  liquidated. 

(4)  Financial  statements  do  not  reflect  many 
factors  which  affect  financial  condition  and  operating 
results  because  they  cannot  be  stated  in  terms  of 
m.oney.  Such  factors  include  sources  of  materials  and 
supplies,  credit  rating  of  company,  and  integrity  of 
managem.ent  and  employees  [34:26]. 

The  DOD  analyst  must  use  these  corporate-generated 
financial  statements  in  performing  his  analysis;  however, 
he  must  exercise  caution  and  prudence  in  the  emphasis  he 


places  on  them.  To  help  the  analyst  in  his  dilemma,  he 
should  seek  out  all  available  and  appropriate  supple- 
mentary information  that  is  provided  by  independent  sources. 
The  three  remaining  m.ajor  categories  of  sources  of  financial 
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information  concerning  aerospace  corporations  are  provided 
by  independent  sources  and  should  be  sought  out  by  the 
analyst. 

Investment  Advisory  Service  Reports 

A wealth  of  financial  information  concerning  the 
aerospace  industry  or  a specific  aerospace  corporation  is 
available  in  the  publications  of  the  investment  advisory 
services.  The  major  services  are:  Moody's  Investor's 
Service,  Standard  and  Poor's  Corporation,  and  The  Value 
Line  Investment  Survey  (7:129).  These  services  provide  a 
comprehensive  flow  of  bulletins  and  reports  on  a daily, 
weekly,  and  monthly  basis. 

The  two  types  of  reports  issued  by  these  firms 
that  the  DOD  analyst  should  make  use  of  when  performing 
an  analysis  are  the  aerospace  industry  analysis  reports 
and  the  individual  reports  on  a specific  aerospace  corpora- 
tion. Both  types  of  reports  will  be  discussed  and  specific 
aerospace  reports  will  be  identified  that  should  enable 
the  analyst  to  perform  a more  comprehensive  financial 
analysis.  Emphasis  on  these  reports  is  to  provide  supple- 
mental financial  information  to  the  analyst. 

Aerospace  Industry  Analysis  Reports.  For  the  DOD  analyst 
to  properly  evaluate  an  aerospace  corporation,  he  must 
understand  how  that  specific  corporation  measures  up  to 
the  aerospace  industry  averages.  For  example,  the  analyst. 


in  evaluating  Lockheed  Aircraft  Corporation,  determines 
that  that  corporation's  current  ratio  is  1.2  to  1.  What 
does  that  1.2  to  1 mean?  Is  it  good,  neutral,  or  bad? 

By  comparing  that  figure  to  the  aerospace  industry  average 
of  2.3  to  1,  the  analyst  can  conclude  that  on  the  basis 
of  current  ratio,  Lockheed  is  in  a relatively  weaker  finan- 
cial position  than  the  "average"  aerospace  corporation. 

The  same  process  can  be  applied  to  all  significant  finan- 
cial ratios  and  numbers.  The  important  point  is  that  for 
this  analysis  to  be  valid,  the  specific  corporation's 
figures  must  be  compared  to  its  like- industry  averages. 

One  cannot  compare  Lockheed  figures  with  the  public 
utility  industry  averages  and  expect  to  have  meaningful 
results . 

To  obtain  data  for  aerospace  industry  comparisons, 
the  DOD  analyst  may  either  research  the  industry  in  depth, 
using  a variety  of  sources,  or  if  he  has  less  time  avail- 
able, as  is  usually  the  case,  he  may  turn  to  one  of  the 
investment  advisory  services.  The  researchers  have  identi- 
fied eight  sources  of  aerospace  industry  reports  and 
averages  that  should  be  of  value  to  the  DOD  analyst.  These 
reports  are: 

1.  Standard  and  Poor's  Analyst  Handbook:  "Composit 
Corporate  Per  Share  Data  by  Industry" 

2.  Standard  and  Poor's  Basic  Analvsis 


7.  Leo  Troy's  Manual  of  Performance  Ratios  for 
Business  Analysis  and  Profit  Evaluation 

8.  Leo  Troy's  Almanac  of  Business  and  Industrial 
Financial  Ratios 

An  example  of  several  of  these  reports  is  included  in 


Appendix  B for  the  reader's  perusal.  The  analyst  should 
review  each  of  these  informational  sources;  and  it  is 
recommended  that  he  employ  at  least  two  as  reference 
material.  However,  there  is  one  aerospace  report  that  the 
DOD  analyst  should  use.  This  report  is  Standard  and  Poor's 
Basic  Analysis  report.  The  report  contains  data  on  forty- 
five  industries.  Of  special  significance  to  the  DOD 
analyst  is  the  annual  study  of  the  aerospace  industry.  This 
study  contains  the  followi.ng  topical  information  for  the 
aerospace  industry. 

Government  Contracting  Helicopters 

Military  Market  General  Aviation 

Military  Aircraft  Export  Market 

Missiles  Finances 

Space  Composite  Industry  Data 

Propulsion  Company  Analysis 

Atomic  Energy  Plant/Equipment  Outlays 
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Aircraft  Engines 
R & D 


Stock  Price  Charts 


Preferred  Stocks 
Commercial  Transports  Statistical  Data  (7:158) 

The  Basic  Analysis  report  is  the  most  comprehensive  aero- 
space informational  source  found  by  the  researchers.  All 
relevant  information  is  presented  in  a compact  and  concise 
format.  It  is  recommended  that  the  DOD  analyst  consult 
this  report  when  performing  his  analysis.  It  should  also 
be  noted  that  Basic  Analysis  and  all  the  other  aerospace 
reports  were  found  at  a public  library. 

Individual  .Aerospace  Corporation  Reports.  .Many  investment 
advisory  services  publish  individual  company  reports. 

These  reports  provide,  in  summary  form,  the  relevant  finan- 
cial and  management  information  the  DOD  analyst  seeks. 

Data  is  provided  on  sales,  operating  revenues,  common 
share  earnings,  recent  developments,  fu.ndame.nta  1 position, 
prospects,  dividend  data,  capitalization,  and  pertinent 
balance  sheet  and  income  account  statistics  for  the  prior 
ten  years  (7:162).  The  individual  company  reports  are 
dated  and  are  routinely  revised  every  three  or  four  months 
or  more  often  as  developments  require.  The  three  major 
individual  company  reports  provided  by  the  investment 
advisory  services  are: 


1 . Moody  ' s Handbook  of  Coirmon  Stocks 

2.  Standard  and  Poor's  Stock  Renorts 


3 .  Value  Line  Investment  Survey 

These  reports  each  provide  studies  on  all  major 
aerospace  corporations  in  the  United  States.  In  the  opinion 
of  the  researchers,  the  DOD  analyst  cannot  perform  a com- 
prehensive financial  analysis  without  consulting  these 
sources.  An  example  of  a stock  report  for  Lockheed  Air- 
craft Corporation  from  each  of  the  above  investment  advisory 
services  is  provided  in  Appendix  C.  As  with  the  industry 
averages  reports,  the  individual  corporation  reports  were 
found  in  a public  library. 
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Other  Aerospace  Reports.  Many  computer-generated  reports 
concerning  the  aerospace  industry  and  individual  aerospace 
corporations  are  available  from  independent,  private 
sources.  However,  these  sources  charge  a fee  for  their 
services.  Examples  of  the  data  coinpilation  services  are 
Compustat  which  provides  computerized  financial  data  on 
over  3300  companies.  Comparative  Analysis  which  is  a custom 
computerized  service  that  generates  financial  reports  accord- 
ing to  the  analyst's  specifications,  the  Financial  Ana- 


Ivzer  which  analyzes  the  quarterly  and  annual  reports  of 


Data  Scan,  Financial  Sunmary,  and  Probability  Quantifica- 
tion are  available  to  the  analyst. 

Creditor  Reports 

Another  source  of  financial  inforniation  that  may 
be  available  to  the  DOD  analyst  are  the  credit  reports  and 
ratings  provided  by  lending  institutions  and  advisory 
services.  If  possible,  the  analyst  should  obtain  a credit 
evaluation  from  the  consorti’um  of  banks  that  provide  the 
line  of  credit  to  the  aerospace  corporation.  This  source 
would  prove  invaluable  in  allowing  the  analyst  to  measure 
the  financial  strength  of  a firm.  Unfortunately,  the 
researchers  were  unable  to  ascertain  vnhether  or  not  this 
information  is  available  to  the  analyst. 

However,  a second  type  of  credit  report  is  avail-  , 

able  to  the  DOD  analyst  that  will  pro\'ide  him  an  indication 
of  the  corporation's  financial  strength  and  borrowing  power.  ^ 

These  reports  are  the  evaluations  that  the  investment 
advisory  services  perform  on  the  corporation's  long-term 
debt  and  preferred  stock.  Moody's  Investor's  Services,  Inc. 
and  Standard  and  Poor's  Corporation  assign  quality  ratings 
to  these  types  of  debt.  Both  of  these  services'  bond  rating 
systems  are  essentially  the  same.  Table  4 provides  a brief 
s'ummary  of  how  these  services  rate  the  quality  of  debt 
for  a firm. 
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TABLE  4 

QUALITY  RATINGS  OF  DEBT  ISSUES  (31:3;  45:5) 


Bond  Quality 

Moody's  Rating 

S & P's  Rating 

Highest 

Aaa 

AAA 

Higher 

Aa 

AA 

High 

A 

A 

Medium 

Baa 

BBB 

Low 

Ea 

BB 

Speculative 

B 

B 

Non-Paying 

C 

C 

Default 

D 

D 

Normally,  a debt  instrument  with  a quality  rating 
of  BBB(Baa)  or  higher  is  considered  investment  grade 
(7:371).  Those  rated  BB(Ba)  or  lower  are  considered  to 
contain  a considerable  "speculative"  element  (7:371).  The 
implication  of  these  ratings  is  that  the  lower  the  firm's 
bond  rating,  the  higher  the  interest  rate  the  firm  will 
have  to  pay,  and  the  harder  it  will  be  for  the  firm  to 
obtain  funds  via  this  method  of  financing.  By  briefly 
glancing  at  an  aerospace  corporation's  debt  quality  rating, 
the  analyst  can  obtain  an  indication  as  to  the  financial 
strength  and  borrowing  power  of  that  firm. 


I . . 
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Business  and  Aerospace  Publications 


The  last  general  sources  of  financial  information 
covered  in  this  thesis  that  is  readily  available  to  the  DOD 
analyst  are  the  weekly,  monthly,  and  quarterly  publications 
and  periodicals  that  regularly  contain  articles  on  aero- 
space corporations  and  the  aerospace  industry.  The  DOB 
analyst  should  review  the  most  relevant  publications  on  a 
regular,  recurring  basis  so  as  to  keep  abreast  of  the 
industry's  general  economic  condition.  A partial  list  of 
publications  that  should  be  of  interest  to  the  aerospace 
analyst  is: 

Aerospace  International 

Aerospace  Magazine 

Air  Force  & Space  Digest 

American  Aviation 

Aviation  Week  & Space  Technology 

Business  Week 

Commercial  and  Financial  Chronicle 
Defense  Management  Journal 
Dun's  Review 

Financial  Analyst  Journal 

Financial  World 

Forbes 

Fortune 

Harvard  Business  Review 
Journal  of  Finance 
■ Wall  Street  Journal 

These  publications  will  provide  up-to-date  informa- 
tion about  the  aerospace  industry  and  specific  aerospace 
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corporations  that  has  occurred  after  a corporation's 
financial  statements  or  the  investment  advisory  services 
reports  have  been  published. 

Summary 

In  order  for  the  DOD  analyst  to  perform  a compre- 
hensive financial  analysis  of  an  aerospace  corporation,  he 
must  obtain  the  necessary  financial  information.  Sources 
of  financial  information  available  to  the  analyst  are: 

(1)  corporate  financial  statement,  (2)  investment  advisory 
services  report,  (3)  creditor  reports,  and  (4)  business  and 
aerospace  publications.  In  discussing  these  sources  of 
financial  information,  the  researchers  highlighted  several 
specific  reports  that  should  be  of  particular  value  to  the 
DOD  analyst.  These  reports  were  the  corporation's  10-K 
statement.  Standard  and  Poor's  Basic  Analysis,  Value 
Line's  and  Standard  and  Poor's  individual  stock  reports, 
and  Moody's  Bond  Ratings  report.  A listing  of  all  the 
sources  of  financial  information  the  DOD  analyst  should 
obtain  before  performing  his  analysis  is  also  presented 
in  Chapter  IV  under  Section  I of  the  financial  analysis 
checklist. 


tinent 


Tools  and  Techniques  of 
Financial  Analysis 

Once  the  DOD  analyst  has  assembled  all  the  per- 
financial  information  on  the  aerospace  corporation 


r 
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he  is  to  analyze/  his  problem  becomes  one  of  how  to  perform 
a comprehensive  financial  analysis.  This  section  of  the 
chapter  is  concerned  with  identifying  the  tools  and  tech- 
niques of  financial  analysis  that  should  be  of  value  to 
the  analyst.  Specifically,  the  items  to  be  discussed  are: 
(1)  Ratio  analysis,  (2)  Trend  analysis,  (3)  Cash  flow 
analysis,  and  (4)  Funds  flow  analysis. 


Ratio  Analysis 

The  DOD  analyst  cannot  come  to  a valid  conclusion 
about  the  operations  of  the  firm  by  examining  a single 
financial  measure.  To  answer  such  questions  as.  How  effec- 
tively is  the  firm  utilizing  its  resources?.  How  well  can 
the  firm  meet  its  current  obligations?.  Where  are  the  funds 
for  future  growth  likely  to  come  from?,  the  DOD  analyst  can 
use  the  technique  of  ratio  analysis  to  interpret  financial 
statements.  By  analyzing  key  financial  ratios,  the  analyst 
can  assess  the  financial  condition  of  the  corporation. 

Donald  E.  Miller  states, 

. . . the  ratio  is  of  major  importance  in  financial 
analysis  because  it  injects  a qualitative  measurement 
and  demonstrates  the  adequacy  of  one  financial- statement 
item  relative  to  another  [29:11]. 

Miller  goes  on  to  state  that: 

, Ratio  analysis  involves  the  study  of  the  total 
financial  picture.  The  analyst  must  seek  out  positive 
factors  that  may  offset  known  deficiencies  in  the 
financial  structure  of  the  company  under  e.xamination. 

But  he  must  be  equally  vigilant  in  detecting  signs  of 
incipient  danger  that  may  soon  weaken  a well-balanced 
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company.  By  basing  his  conclusions  upon  a thorough 
understanding  of  the  importance  of  each  ratio,  the 
analyst  can  recommend  and  undertake  positive  action 
, with  confidence  [29:181]. 

* Before  going  into  a discussion  of  the  major  ratios  commonly 

used,  it  is  very  important  to  call  attention  to  the  limita- 
tions inherent  in  ratio  analysis.  Erich  A.  Helfert  men- 
tions two  limitations: 

(1)  The  most  obvious  drawback  lies  in  the  differ- 
ences found  among  the  accounting  methods  used  by 
various  corporations,  which  seriously  impact  the  com- 
parability of  many  situations,  and 

(2)  financial  statements  are  based  upon  past  per- 
formance and  past  events,  and  we  must  project  our 
evaluation  from  this  basis.  The  problem  is  that  the 
past  may  not  predict  the  future  [17:52]. 

Having  sounded  this  word  of  caution,  the  research- 
ers have  identified  four  fundamental  categories  of  financial 
ratios  that  should  be  of  use  to  the  DOD  analyst.  These 
categories  are:  (1)  Liquidity  ratios,  (2)  Leverage  ratios, 

(3)  Efficiency  ratios,  and  (4)  Profitability  ratios.  In 
each  category  the  researchers,  in  their  opinion,  have 
selected  the  three  ratios  that  are  of  most  importance  to 
the  DOD  analyst. 

Liquidity  Ratios.  Liquidity  ratios  measure  the  firm's 
ability  to  meet  its  short-term  obligations  (62:39).  The 
questions  that  can  be  studied  and  answered  by  the  analyst 
in  connection  with  the  liquidity  ratios  are:  Can  the  company 
pay  its  current  debts  promptly?,  Is  the  amount  of  working 
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capital  sufficient?,  Is  the  current  financial  position 
improving?  Kennedy  and  McMullen  state  that: 


I 

i 


A business  has  a strong  current  financial  position 
if  it  is  able  (1)  to  meet  the  claims  of  short-term 
creditors  when  they  are  due,  (2)  to  maintain  sufficient 
working  capital  for  effective  normal  operations, 

(3)  to  meet  current  interest  and  dividend  requirements, 
and  (4)  to  maintain  a favorable  credit  rating  [19:30]. 

There  are  two  liquidity  ratios  that  should  be  of  concern 

to  the  DOD  analyst.  These  two  ratios  are:  (1)  the  current 

ratio,  and  (2)  the  quick,  or  acid  test  ratio.  In  addition, 

the  firm's  net  working  capital  figure  is  used  to  a degree 

to  measure  liquidity,  though  the  figure  is  not  a ratio. 


Current  Ratio.  The  current  ratio  (CR)  of  a firm 
is  the  relationship  of  its  current  assets  (CA)  to  its 
current  liabilities  (CL)  . In  equation  form.. 


Current  Ratio 


Current  Assets 
Current  Liabilities 


The  current  ratio  gives  the  analyst  a rough  estimate  of 
the  financial  strength  of  a prospective  contractor  to  meet 
its  short-term  obligations.  The  ratio  also  measures  the 
margin  of  safety  provided  for  paying  current  debts  in  the 
event  of  a reduction  in  the  value  of  its  current  assets 
(17:54).  In  addition,  the  current  ratio  tells  the  analyst, 
to  a degree,  the  degree  of  safety  with  which  short-term 
credit  may  be  extended  to  the  firm  (19:308). 
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However,  caution  should  be  exercised  against  over- 
emphasizing the  importance  of  a high  current  ratio  as  a 
measure  of  a corporation's  financial  strength.  The 
Accountants'  Handbook  states; 

Certain  unfavorable  conditions  may  be  accompanied 
by  an  improving  current  ratio.  For  example,  with  a 
slowdown  in  business  and  postponement  of  programs  for 
advertising,  research,  and  plant  and  equipment  repairs 
and  replacements,  a company's  cash  balance  may  rise. 

At  the  same  time,  slower  customer  collections  may 
result  in  rising  receivables,  and  reduced  sales  volume 
may  result  in  rising  inventories  [64:3:10]. 

General  guidelines  for  using  the  current  ratio 
indicate  that,  to  provide  a margin  of  safety,  the  ratio 
should  be  at  least  2 to  1,  or  CA  twice  as  large  as  CL. 

Any  firm  showing  a CR  of  one  or  less  would  be  one  that  has 
potential  financial  problems  (7:392).  The  1975  current 
ratio  average  for  the  aerospace  industry  was  1.9  to  1 
(4:106) . 


Quick,  or  Acid  Test  Ratio.  The  quick  ratio  (QR) 
measures  the  current  assets  minus  inventories  against  cur- 
rent liabilities: 


Quick  Ratio  = 


Current  Assets  - Inventory 
Current  Liabilities 


This  ratio  concentrates  on  the  immediate  liquidity  of  the 
firm.  Inventories  are  eliminated  from  current  assets 
because  some  time  may  elapse  before  inventories  can  be 
converted  into  cash.  "Consequently,  when  analyzing  the 
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liquidity  of  a firm,  the  quick  ratio  is  indicative  of  a 
firm's  capability  to  meet  current  obligations  as  they 
become  payable  [29:23]." 

A general  rule  of  thumb  for  a manufacturing  firm 
is  a QR  of  1 to  1.  A result  below  1 to  1 can  be  a warning 
signal  that  the  firm  is  experiencing  financial  difficulties. 
The  1975  QR  average  for  the  aerospace  industry  Was  0.9  to 
1 (4:106). 

Net  Working  Capital.  The  net  working  capital  (NWC) 
is  the  excess  of  current  assets  over  current  liabilities. 

In  equation  form: 

Net  Working  Capital  = Current  Assets  - Current  Liabilities 

This  value  represents  an  index  of  financial  soundness  or 
margin  of  protection  for  current  creditors  and  future  cur- 
rent operations  (34:97).  The  importance  of  NTVC  is  that  it 
should  be  sufficient  enough  to  enable  the  corporation  to 
conduct  its  business  on  the  most  economical  basis  without 
financial  stringency  and  to  meet  emergencies  and  losses 
without  danger  of  financial  disaster  (19:263).  Therefore, 
the  key  point  for  the  analyst  is  that  he  should  be  alert 
for  an  inadequacy  of  working  capital.  Since  NWC  is  measured 
in  dollars,  a minimum  dollar  figure  is  meaningless.  NWC 
should  be  used  in  conjunction  with  the  current  and  quick 
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ratios  when  determining  the  overall  financial  liquidity  of 

the  firm. 

i 

i 

Leverage  Ratios.  Leverage  ratios  measure  the  extent  to 
which  the  firm  has  been  financed  by  debt  (62:40).  These 
ratios  enable  the  analyst  to  express  the  balance  between 
all  borrowed  funds,  i.e.,  debt,  and  those  funds  belonging 
to  the  owners  of  the  corporation,  i.e.,  equity.  Weston 
states  that  leverage  ratios  have  three  major  implications: 

First  creditors  look  to  the  equity,  or  owner- 
supplied  funds,  to  provide  a margin  of  safety.  If  the 
owners  have  provided  a small  proportion  of  financing, 
the  risks  of  the  enterprise  are  borne  mainly  by  the 
creditors.  Second,  by  raising  funds  through  debt, 
the  owners  gain  the  benefits  of  maintaining  control  of 
the  firm  with  a limited  investment.  Third,  if  the  firm 
earns  more  on  the  borrowed  funds  than  it  pays  in 
interest,  the  return  to  the  owners  is  magnified  [62:43]. 

There  are  three  leverage  ratios  that  should  be  of 
concern  to  the  analyst.  These  three  ratios  are:  (1)  the 

debt  ratio,  (2)  the  current  liabilities  to  tangible  net 


worth  ratio,  and  (3)  total  debt  to  tangible  net  worth. 

Debt  Ratio.  The  debt  ratio  compares  both  the  short- 
term and  long-term  liabilities  of  the  firm  to  the  firm's 
total  assets  (17:57).  In  essence,  the  debt  ratio  measures 
the  percentage  of  total  funds  that  have  been  provided  by 
creditors.  This  ratio  is  computed  as  follows: 


Debt  Ratio  = 


Total  Debt 
Total  Assets 


i 


The  significance  of  this  ratio  is  that  not  only  does  the 
firm  have  to  meet  short-term  obligations,  but  also  those 
of  a longer  term  nature.  The  implication  is  that  a firm 
carrying  a high  debt  burden  is  placed  under  financial 
stress  and,  as  a result,  experiences  a loss  of  flexibility 
in  its  management  decisions. 

In  1960,  the  average  debt  ratio  for  the  aerospace 
industry  was  21  percent  (12:60).  Since  then  the  average 
industry  debt  ratio  steadily  increased  to  its  present  1975 
average  of  62  percent  (28:87). 

Current  Liabilities  to  Tangible  Net  Worth  Ratio. 

The  tangible  net  worth  of  a corporation  is  that  value  remain- 
ing after  subtracting  total  liabilities  and  goodwill  from 
total  assets.  An  easier  method  of  computing  tangible  net 
worth  is  to  subtract  goodwill  from  stockholders'  equity 
(62:571).  From  this,  the  analyst  can  calculate  the  current 
liabilities  to  tangible  net  worth  ratio  (CL/TN^7)  : 


CL/TNW  Ratio  = 


Current  Liabilities 

Stockholders'  Equity  - Goodwill 


The  CL/TNW  ratio  shows  the  percentage  of  funds  con- 
tributed by  short-term  creditors  in  relation  to  the  owners 
of  the  firm.  In  addition  the  ratio  demonstrates  the  ability 
of  the  firm  to  decrease  assets  in  order  to  pay  current 
obligations  (11:207).  In  1975,  the  aerospace  industry  had 
an  average  CL/TNW  ratio  of  59.5  percent  (9:8). 
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Roy  A.  Foulke  states  that  "a  firm  should  be  studied  closely 
if  the  current  liabilities  exceed  three-quarters  of  tangible 
net  worth  [11:229]," 


Total  Debt  to  Tangible  Net  Worth  Ratio.  Again,  the 
total  debt  to  tangible  net  worth  ratio  (TD/TNW)  is  another 
measure  showing  ownership  of  the  firm.  This  ratio  measures 
the  percentage  of  funds  contributed  by  all  creditors  in 
relation  to  the  owners'  contribution.  In  equation  form: 


TD/TNW  Ratio  = — , . . 

Stockholders  Equity  - Gooawill 


The  DOD  analyst  should  exercise  caution  in  inter- 
preting an  aerospace  corporation's  TD/TNW  ratio.  Normally, 
a TD/TNV7  ratio  in  excess  of  100  percent  indicates  a high 
degree  of  risk  being  shouldered  by  the  firm's  creditors 
and  the  firm  could  have  problems  in  arranging  new  debt 
financing  (11:253).  However,  the  analyst  should  consider 
what  portion  of  that  total  debt  in  the  TD/TNW  ratio  is 
long-term  debt  since  long-term  debt  does  not  have  to  be 
repaid  immediately.  The  aerospace  industry  is  highly 
leveraged  and  places  great  emphasis  on  long-term  debt 
to  finance  its  operations.  In  1975,  the  aerospace  industry 
had  an  average  TD/TNW  ratio  of  116,8  percent  (9:8). 

The  important  point  is  that  the  TD/TNW  ratio  and 
the  other  two  leverage  ratios  should  be  analyzed  together. 


Independently  analyzed,  each  ratio  by  itself  could  lead  the 
analyst  to  an  erroneous  conclusion. 


1 

Efficiency  Ratios.  The  efficiency  ratios  measure  how 
efficiently  the  corporation  is  using  its  resources.  The 
importance  of  efficiency  ratios  is  that  these  ratios  deter- 
mine the  level  of  working  capital  a corporation  must  main- 
tain (1*^  266).  In  general,  an  aerospace  corporation  experi- 
ences tively  slow  turnover  of  its  inventories  and 

receivables.  This  fact  requires  the  firm  to  maintain  a 
large  working  capital  position.  A shortage  of  funds  could 
impact  seriously  on  the  overall  operations  of  the  firm. 

An  example  of  a corporation  that  felt  the  impact  of  not 
maintaining  an  adequate  working  capital  position  is  Lock- 
heed Aircraft  Corporation.  In  the  spring  of  1970,  Lock- 
heed was  on  the  brink  of  bankruptcy  due  to  a cash  flow 
shortage  (22:27).  Problems  in  the  L-1011  and  C- 5A  programs 
delayed  the  inflow  of  revenues.  Conseque.ntly , the  corpora- 
tion could  not  meet  its  large  short-term  financing  commit- 
m.ents.  To  prevent  bankruptcy  of  Lockheed,  the  Government 
guaranteed  to  repay  additional  bank  loans  to  Lockheed  in 
the  event  the  corporation  defaulted  (22:14-17). 

To  aid  the  analyst  in  determining  if  the  firm's 
working  capital  position  is  sufficient,  there  are  three 
efficiency  ratios  that  are  useful  in  this  task.  These 
ratios  are:  (1)  the  inventory  turnover  ratio,  (2)  the 
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receivables  turnover  ratio,  and  (3)  the  net  working  capital 
turnover  ratio. 


An  analysis  of  the  firm's  inventory  is  critical  because  of 
its  effect  on  the  firm's  working  capital  position.  A firm 
that  is  exhibiting  a lower  ITO  ratio  than  in  previous  years, 
or  in  relation  to  its  industry  average,  is  most  likely 
e.xperiencing  a higher  risk  due  to  decline  of  price,  changes 
in  demand,  or  changes  in  style;  also,  there  is  more  cost 
involved  in  carrying  the  inventory,  and  excess  stocks  are 
unproductive  and  represent  an  investment  V'/ith  a low  or  zero 
rate  of  return  {19:  268).  The  result  is  that  the  firm  m.ust 
.maintain  a larger  working  capital  position  at  a higher  cost. 

The  aerospace  industry  is  characterized  by  its  low 
inventory  turnover  in  relation  to  other  manufacturing 
industries.  In  1975,  the  industry's  average  ITO  ratio  was 
3.6  times.  Foulke  makes  a point  that  a decreasing  ITO 
ratio  is  one  of  the  leading  indicators  of  potential  finan- 
f cial  problems  for  the  firm  (11:331). 


Receivables  Turnover  Ratio.  The  receivables  turn- 
over ratio  (RTO)  measures  the  firm's  efficiency  of  capital 
invested  in  accounts  receivable  (62:47).  The  ratio  repre- 
sents the  number  of  times  that  the  accounts  receivable  were 
turned  over  in  one  year.  T.he  ratio  is  computed  as  follows: 


Receivables  Turnover 


Net  Sales 
Receivables 


From  this  turnover,  the  analyst  can  then  determine  the 
firm's  average  collection  period,  or  the  average  length  of 
time  that  the  firm  must  wait  after  m.aking  a sale  before 
receiving  cash.  The  average  collection  period  is: 


Average  Collection  Period 


36  5 Days 

Receivables  Turnover 


The  implication  of  an  increasing  RTO  ratio  is  obvious. 
Receivables,  like  a.ny  other  asset,  must  be  financed,  and 
holding  them  represents  a cost  to  the  firm  (21:60).  It 
follows  that  the  lower  the  RTO  ratio,  the  higher  the  amount 
of  receivables,  the  higher  the  cost  to  the  firm,  and, 
finally,  the  larger  the  working  capital  position  that  must 
be  maintained.  In  1975,  the  aerospace  industry's  average 
collection  period  was  52  days  and  average  RTO  ratio  was 
7 . 0 times  (9:3) . 

Net  Working  Capital  Turnover  Ratio.  As  sales 
increase,  the  investment  in  inventories  and  receivables 
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normally  increases,  and,  therefore,  a larger  amount  of  work 
ing  capital  is  needed.  The  net  working  capital  turnover 
ratio  (NWCTO)  allows  the  analyst  to  measure  the  efficiency 
of  the  firm's  working  capital.  The  turnover  shows  the 
number  of  dollars  of  net  sales  the  business  obtained  for 
each  dollar  of  working  capital  (11:435).  The  ratio  is  com- 
puted as  follows: 


NWCTO 


Net  Sales 
Working  Capital 


Kennedy  and  McMullen  state  that  "a  low  turnover  of 
working  capital  may  be  the  result  of  an  excess  of  working 
capital,  or  a slow  turnover  of  inventories  and  receivables 
[19:327]."  All  the  preceding  reasons  translate  into  higher 
costs  and  lower  efficiency  for  the  firm.  In  interpreting 
the  NV7CT0  ratio,  the  analyst  should  exercise  caution. 
Increasing  sales  can  increase  the  NWCTO  ratio  and  give 
the  impression  that  the  firm  is  financially  healthy. 

For  this  to  be  true,  the  increased  sales  should  be  accom- 
panied by  a healthy  collection  period,  moderate  inventories 
moderate  fixed  assets,  and  sufficient  net  working  capital 
(11:434).  In  1975,  the  aezospace  industry's  average  NWCTO 
ratio  was  3.94  to  1 (9:8).  As  in  the  other  ratios  dis- 
cussed so  far,  the  NWCTO  becomes  more  meaningful  when 
analyzed  for  a series  of  years. 
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Profitability  Ratios. 


The  profitability  ratios  of  a firm 


measure  the  management's  overall  efficiency  as  shown  by 
the  returns  generated  on  sales  and  investment  (62:40). 

These  ratios  provide  the  basis  to  answer  the  question.  Is 
the  company's  management  utilizing  capital  funds  profitably? 
Though  the  amount  of  profit  is  not  of  great  concern  to  the 
DOD  analyst,  the  determination  of  the  firm's  profitability 
is.  For  a firm  to  remain  a business  enterprise,  it  must  at 
least  break  even  in  terms  of  profits  and  losses  over  the 
long  term.  In  essence,  the  DOD  analyst,  by  measuring  the 
firm's  profitability,  is  measuring  the  firm's  staying  power 
to  remai.n  in  business.  The  govern.ment  can  ill  afford  to 
have  an  aerospace  contractor  declare  bankruptcy  and  stop 
production  during  the  development  of  a vitally  needed 
weapons  system. 

There  are  three  important  profitability  ratios 
that  should  be  of  concern  to  the  DOD  analyst.  These  three 
ratios  are:  (1)  the  net  profit  margin,  (2)  return  on  total 

assets,  and  (3)  return  on  net  worth. 

Net  Profit  .Margin.  The  net  profit  margin  (NPM) 
shows  the  relationship  of  the  firm's  profits  to  the  sales 
volume  attained  by  giving  the  percentage  of  profit  for 
every  dollar  of  sales.  Helfert  states  that  "this  ratio 
helps  the  analyst  appraise  the  efficiency  of  operations, 
although  such  considerations  as  pricing  and  volume 
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fluctuations  may  limit  its  reliability  [17:64]."  However, 
the  profit  margin  indicates  the  magnitude  of  the  margin  of 
protection  against  losses  resulting  from  falling  prices, 
rising  costs,  or  declining  volume  (62:49).  The  firm's 
profit  margin  is  computed  as  follows: 


Net  Profit  Margin  = 


Net  Profits 
Net  Sales 


In  1975,  the  profit  margin  on  sales  for  individual 
aerospace  corporations  ranged  from  1.43  percent  to  6.39 
percent  with  an  industry  average  of  4.5  percent  (9:8).  To 
put  it  another  way,  the  average  aerospace  corporation  had  to 
sell  approximately  $22  of  goods  in  order  to  realize  $1  of 
net  profits. 


Return  on  Total  Assets.  The  return  on  total  assets, 
more  commonly  known  as  the  return  on  investment  (ROI) , 
measures  the  percentage  earned  on  total  invested  capital 
(15:231).  Depending  upon  the  analyst's  point  of  view, 
there  are  two  methods  for  calculating  ROI.  If  the  analyst 
taJces  the  position  of  a stockholder,  he  is  interested  in 
the  earnings  after  interest  and  taxes  belonging  to  him 
relative  to  the  company's  assets.  This  ROI  ratio  is  calcu- 
lated by  the  following  formula: 


Stockholder's  ROI 


Net  Profit 
Total  Assets 
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If  the  analyst  takes  the  position  of  an  outside  analyst, 
interested  only  in  appraising  the  earnings  power  of  the 
company's  assets,  as  should  be  the  case  for  the  DOD 
analyst,  he  will  calculate  the  firm's  ROI  as  follows: 


DOD  Analyst's  ROI 


Earnings  Before  Interest  and  Taxes 
Total  Assets 


This  ratio  measures  the  earnings  of  the  firm  on  all  its 
assets,  before  taxes  and  compensation  of  the  various  con- 
tributors of  these  assets  (creditors  and  stockholders) 
(17:63).  Benjamin  Graham  states  that: 

The  fundamental  merit  of  the  [DOD  analyst's  ROI 
ratio]  is  that  it  measures  the  basic  or  over-all 
performance  of  a business  in  terms  of  the  total  profits 
by  all  long-term  investors,  rather  than  a single 
class  [15: 234] . 

The  researchers  believe  that  the  ROI  ratio  is  the  most 
crucial  ratio  test  of  business  profitability  because  of 
the  function  that  rate  of  return  plays  in  our  economy. 
Essentially,  capital  and  resources  will  flow  to  individual 
corporations  and  specific  industries  that  will  yield  to 
investors  the  greatest  rate  of  return.  Eugene  Lerner 
states  the  function  of  rate  of  return  this  way: 

If  an  industry  has  a high  rate  of  return,  it  can 
afford  to  pay  high  wages  to  its  employees  and  so  both 
hold  and  expand  its  labor  force;  and  it  can  afford  to 
purchase  new  plant  and  equipment  and  thereby  increase 
its  output.  If  an  industry's  return  is  not  competitive, 
it  will  lose  the  financial  capacity  to  attract 
resources;  its  growth  will  cease  and  the  industry  may 
decline  [21:48]  . 
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In  1975,  the  return  on  investment  for  individual 
aerospace  corporations  ranged  from  3.9  percent  to  16.4 
percent  with  an  industry  average  of  11.1  percent  (4:106). 
From  the  above,  it  can  be  inferred  that  aerospace  corpora- 
tions on  the  lower  end  of  the  rate  of  return  range  will 
find  it  more  difficult  to  raise  capital  than  those  corpora- 
tions at  the  higher  end  of  the  scale. 

Return  on  Net  Worth.  Return  on  net  worth,  also 
known  as  return  on  owners'  equity  (ROE),  is  another  measure 
of  business  profitability.  ROE  appraises  the  earning 
power  of  the  investment  of  the  owner  by  measuring  the 
rate  of  return  on  the  net  worth  of  the  company  (62:49). 

This  ratio  is  calculated  as  follows: 

ROF  = Net  Profit 
Net  Worth 

A low  percentage  return  to  the  investors  in  the 
company  is  often  considered  to  be  a sign  of  actual  or  poten- 
tial financial  weakness.  The  results  to  a company  with  a 
low  ROE  in  relation  to  the  industry  average  are  the  sam.e 
as  was  discussed  in  the  ROI  section,  i.e.,  a loss  in 
capital  investment  and  eventual  corporate  decline.  In 
1975,  the  return  on  owners'  equity  for  individual  aerospace 
corporations  ranged  from  5.43  percent  to  17.9  percent  with 
an  industry  average  of  11.75  percent  (9:8). 


Summary . 


The  individual  ratios,  which  are  summarized  in 


Table  5,  should  give  the  DOD  analyst  a reasonably  good 
impression  of  an  aerospace  corporation's  financial  strengths 
and  weaknesses.  Besides  these  ratios,  there  are  numerous 
others  which  can  be  useful  in  determining  the  financial 
viability  of  a prospective  contractor.  However,  our  pur- 
pose is  to  suggest  some  of  the  ratios  that  are  beneficial 
for  the  purposes  of  analysis,  not  describe  all  ratios 
available.  Our  omission  of  any  particular  ratio  should  not 
be  interpreted  as  disapproval.  For  in  reality,  any  ratio 
that  the  DOD  analyst  finds  useful  to  him  is  a ratio  that 
has  value. 

Ratio  analysis  of  a corporation  would  be  incomplete 
if  it  ignored  the  dimension  of  time.  An  analysis  of  all 
the  ratios  of  the  firm  over  a period  of  time  wdll  complement 
the  ratio  analysis  for  one  year  and  provide  a more  meaning- 
ful appraisal  of  the  firm's  financial  health.  The  specific 
technique  that  shows  financial  ratios  over  a period  of  ti.me 
is  trend  analysis. 

Trend  Analysis 

Trend  analysis  of  ratios  is  the  study  of  financial 
ratios  of  a firm  over  a period  of  time.  The  technique  of 
trend  analysis  allows  the  DOD  analyst  to  evaluate  what  the 
firm  has  done  in  the  past  and  to  draw  conclusions  as  to 
the  possible  direction  in  the  future.  The  analysis  provides 
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TABLE  5--Continued 


11.  ROE  Net  Profit 

Net  Worth 


a directional  perspective  to  the  financial  data  and  ratios 
(7:456).  Since  the  series  of  ratios  indicate  the  trends  of 
the  various  financial  factors  of  the  business  across  the 
years,  they  provide  a horizontal  analysis  of  comparative 
statements,  a dynamic  study  of  the  behavior  of  the  factors 
with  the  passage  of  time  (34:154).  These  trends  may  indicate 
that  a relatively  good  present  position  is  being  rapidly 
eroded.  Conversely,  an  analysis  of  the  ratios  over  the  past 
few  years  may  suggest  that  a relatively  weak  position  is 
being  improved. 

The  most  common  method  utilized  in  trend  analysis  is 
the  graph.  The  visual  display  of  the  ratios  taken  over  time 
makes  it  easy  to  identify  the  major  trends  in  the  data.  To 
obtain  an  even  clearer  picture  as  to  what  is  happening  to 
the  firm's  financial  health,  the  analyst  should  plot  the 
industry  average  ratio  along  with  the  corporation's  ratio. 

To  illustrate.  Figures  1 and  2 show  the  benefit  of  plotting 
both  series  of  ratios. 

As  can  be  seen,  the  graphical  presentation  of  the 
firm's  ratio  over  a period  of  time  demonstrates  vividly  the 
importance  and  power  of  trend  analysis.  The  information 
provides  a basis  on  which  the  analyst  can  make  an  intelli- 
gent appraisal  of  a firm's  financial  health. 

There  are  several  statistical  techniques  that  can 
be  used  in  trend  analysis  to  plot  projections  of  ratios 
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Current  Ratio 


1966  1969  1972 


Figure  1 

Illustration  of  Trend  Analysis — Current  Ratio 


Debt  Ratio 


Figure  2 

Illustration  of  Trend  Analysis — Debt  Ratio 


i 
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and  financial  statement  items.  The  analyst's  purpose  in 
analyzing  information  about  the  past  is  to  gain  an  under- 
standing of  the  forces  at  work  and  to  use  that  understanding 
to  predict  the  future.  Several  techniques  that  could  aid 
the  DOD  analyst  in  performing  a trend  projection  are: 

(1)  regression  analysis  (either  simple,  curvilinear,  or 
multiple),  (2)  exponential  smoothing,  and  (3)  time-series 
analysis.  Since  the  computations  involved  in  these  tech- 
' niques  are  complex,  a computer  should  be  used  to  perform 
the  analysis. 

Cash  Flow  Analysis 

Cash  flow  analysis  is  another  technique  of  finan- 
cial analysis  with  which  the  DOD  analyst  should  be  familiar. 
The  operation  of  a business  revolves  around  cash.  The 
company  receives  cash  from  the  sale  of  goods,  while  it 
requires  cash  to  meet  obligations  associated  with  the 
production  of  those  goods.  If  the  company  is  unable  to 
internally  generate  sufficient  cash  to  meet  existing  obli- 
gations, the  company,  to  raise  the  cash,  must  sell  part  of 
its  assets,  sell  common  or  preferred  stock,  or  use  debt 
financing.  If  not  successful  in  obtaining  the  necessary 
funds,  the  company  will  eventually  be  forced  into  bank- 
ruptcy. While  firms  often  resort  to  outside  sources  of 
funds,  they  depend  heavily  upon  internally  generated  cash 
flows  to  meet  cash  requirements  (17:35).  However,  access 
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to  outside  funds  depends  greatly  upon  the  level  of 
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internally  generated  cash  flows.  The  more  cash  the  firm 
can  generate  from  internal  sources,  the  greater  the  firm's 
ability  to  generate  funds  from  outside  sources.  Cash  flow 
analysis,  then,  is  a technique  of  looking  at  a firm’s 
financial  statements  in  terms  of  cash  inflows  to  cash 
outflows . 

Net  operating  cash  flow  is  defined  as  "net  income 
plus  noncash  expenses  such  as  depreciation,  depletion,  and 
amortization  [18:238]."  Therefore,  net  income,  i.e., 
profit,  is  not  equivalent  to  cash  flow.  This  distinction 
is  important  because  it  is  cash  (not  profits)  that  pays 
the  bills.  Kelfert  states  that  profits  differ  from  net 
operating  cash  flows  in  that 

1.  certain  expense  items,  i.e.,  depreciation,  do 
not  involve  the  outlay  of  cash. 

2.  income  and  expense  items  commonly  accrue 
before  (and  after)  they  are  reflected  in  cash  flows. 

3.  profits  are  reported  net  of  interest  expense 
even  though  the  latter  is  a financial  charge  and  is 
excluded  from  net  operating  cash  flows  [17:42]. 

Txhe  net  operating  cash  flow  is  analyzed  in  terms  of 
appraising  the  firm's  ability  to  meet  the  fi.xed  charges 
against  it.  Fixed  charges  of  the  firm  include  payments 
of  principal  and  interest  on  short-  and  long-term  debt 
and  (dividends  on  preferred  stock  (18:238).  These  items 
must  be  paid  for  with  cash.  Therefore,  the  analysis  of 
cash  flow  should  concern  itself  with  determining  the 
expected  flows  in  terms  of  the  requirements  to  service  the 
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fixed  charges.  It  is  obvious  that  the  firm,  over  the  long 
term,  should  have  at  a minimum  a cash  flow  to  fixed  charges 
ratio  of  1 to  1 if  it  wishes  to  stay  in  business.  There 
is  no  general  rule  as  to  what  a firm's  cash  flow  coverage 
of  fixed  charges  should  be,  but  one  prominent  banker  had 
this  to  say: 

The  amount  of  net  cash  flow  available  to  service 
fixed  charges  should  probably  equal  150%  to  200%  of 
the  amount  required,  depending  on  the  stability  of 
cash  flow  and  the  adequacy  of  working  capital  [18:238]. 

Cash  flow  analysis  allows  the  analyst  to  determine  a corpo- 
ration's net  operating  cash  flow  and  the  effects  this 
balance  has  on  future  growth,  expansion,  and  dividend  pay- 
ments of  the  company.  In  particular,  the  DCD  analyst 
determines  what  effect  the  contract  requirem.ents  will  have 
on  the  cash  flow  of  the  prospective  contractor.  A few 
questions  the  DOD  analyst  should  ask  are:  Is  the  contrac- 
tor's present  cash  flow  adequate  to  meet  the  financing 
requirements  of  the  contract?  If  not,  will  the  government 
have  to  provide  unusual  progress  payments  or  guaranteed 
loans  to  meet  the  contractor's  cash  flow  inadequacy? 


Funds  Flow  Analysis 

Funds  flow  analysis  utilizes  the  statement  of 
changes  in  financial  position  for  the  purposes  of  deter- 
mining the  changes  in  the  financial  condition  of  a business 
enterprise  between  two  dates  (11:473).  This  type  of 
analysis  is  broader  in  conte.xt  than  the  cash  flow  analysis. 
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Whereas,  cash  flow  analysis  is  concerned  only  with  the  flow 
of  cash  assets  within  the  firm,  funds  flow  analysis  is  con- 
cerned with  the  changes  in  all  asset  and  liability  accounts 
over  a period  of  time.  Funds  flow  analysis  is  also  fre- 
quently called  the  analysis  of  sources  and  applications  of 
funds . 

The  importance  of  funds  flow  analysis  to  the  DOD 
analyst  is  that  the  analysis  allows  an  appraisal  to  be 
made  of  the  impact  and  quality  of  the  management  decisions 
made  in  the  business  during  a given  time  period.  The 
analysis  will  show  where  management  decided  to  commit 
funds  (applications),  where  to  reduce  its  investments 
(sources) , or  where  to  acquire  additional  funds  (sources) 
(17:6).  In  essence,  the  analysis  provides  a picture  of 
m^anagement ' s handling  of  capital.  The  analysis  also  pro- 
vides answers  to  several  questions  that  should  be  of  con- 
cern to  the  DOD  analyst.  These  questions  include: 

1.  Where  did  profits  go? 

2.  Why  were  dividends  not  larger? 

3.  How  was  it  possible  to  distribute  dividends 
in  excess  of  current  earnings,  or  in  the  presence  of 
a net  loss  for  the  period? 

4.  Why  are  the  net  current  assets  down  although 
the  net  income  is  up? 

5.  How  is  it  that  the  net  current  assets  are  up 
even  though  there  was  a net  loss  for  the  period? 

6.  Why  must  money  be  borrowed  to  finance  purchases 
of  new  plant  and  equipment  when  the  required  amount  is 
exceeded  by  the  "cash  flow"  (the  sum  of  the  net  income 
and  depreciation)? 

7.  How  was  the  expansion  in  plant  and  equipm*ent 
f inanced? 
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8.  What  happened  to  the  proceeds  of  the  sale  of 
plant  and  equipment  resulting  from  a contraction  of 
operations? 

9.  How  was  the  retirement  of  debt  accomplished? 

10.  What  became  of  the  assets  derived  from  an 
increase  in  outstanding  capital  stock? 

11.  What  became  of  the  proceeds  of  the  bond  issue? 

12.  How  was  the  increase  in  working  capital 
financed  [59:3:38]? 

The  analysis  of  a corporation's  flow  of  funds  was 
made  easier  for  the  analyst  when  the  Accounting  Principles 
Board  issued  Opinion  19  in  March,  1971.  Kennedy  and 
McMullen  stated  that  Opinion  19  required  that  all  important 
events  during  the  year  having  a bearing  on  the  financial 
position  of  the  firm  must  be  disclosed  to  the  public 
(19:284).  This  change  now  allows  the  analyst  to  evaluate 
the  effectiveness  of  the  corporation's  financial  policies 
with  a greater  degree  of  precision. 

An  additional  benefit  to  the  analyst  can  be  derived 
from  the  analysis  of  the  firm's  statement  in  changes  of 
financial  position.  Kennedy  and  McMullen  summarize  this 
benefit  as: 

Using  budget  procedures,  the  statement  of  funds 
may  be  projected  into  the  future,  in  which  event  it 
becomes  a working  capital  budget.  Therefore,  through 
disclosure  of  the  factors  affecting  working  capital 
in  the  past,  the  statement  is  an  important  instrument 
in  the  control  of  working  capital  and  in  the  effective 
utilization  of  resources  in  the  future  [19:286]. 

The  ability  of  the  analyst  to  project  the  future 
financial  position  of  a prospective  contractor  with  some 
degree  of  accuracy  is  important.  The  tools  and  information 
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required  to  make  this  projection  and  the  implications  of 
this  analysis  will  be  discussed  in  the  following  section. 

Financial  Forecasting  Techniques 

In  the  preceding  sections,  a discussion  of  ratio 
analysis,  trend  analysis,  cash  flow,  and  funds  flow  was 
presented  with  the  aim  of  appraising  the  past  and  current 
financial  performance  of  a corporation.  However,  the 
analyst  should  understand  that  the  firm's  future  perform- 
ance is  the  real  criteria  for  success  and  credit  worthiness. 
In  view  of  these  considerations,  an  important  task  of  the 
analyst  is  that  of  financial  forecasting,  which,  as 
Helfert  states,  "is  a systematic  projection  of  the  expected 
actions  of  management  in  the  form  of  schedules,  budgets, 
and  financial  statements  [17:73]."  Financial  forecasting 
can  aid  the  DOD  analyst  in  many  ways.  Some  uses  and  bene- 
fits of  financial  forecasting  are: 

1.  It  can  be  useful  in  reducing  financial  sur- 
prises . 

2.  It  can  be  used  to  set  standards  of  performance 
to  measure  actual  performance. 

3.  It  can  be  used  to  anticipate  upcoming  financial 
needs . 

4.  It  can  be  used  to  determine  if  management  is 
aware  of  future  financial  needs  and  problems. 

5.  It  can  be  used  to  assess  the  firm's  future 
financial  position  and  capability  [7:128]. 

There  are  two  widely  used  methods  of  forecasting 
the  financial  needs  of  a corporation:  (1)  the  cash  flow 

forecast,  and  (2)  the  pro  forma  financial  statements.  A 
third  forecasting  tool,  the  sales  forecast,  allows  the 


69 


analyst  to  derive  and  evaluate  the  first  two  financial 
forecasting  methods.  An  understanding  of  these  methods 
should  enable  the  DOD  analyst  to  better  assess  the  financial 
strength  and  capability  of  the  prospective  aerospace  con- 
tractor. 

Sales  Forecast 

Before  an  analyst  can  begin  to  evaluate  the  future 
financial  needs  of  a firm,  he  must  either  perform  a sales 
forecast  of  the  firm  or  analyze  the  sales  forecast  pre- 
pared by  the  firm.  The  importance  of  the  sales  forecast 
should  be  obvious.  Since  sales  represent  the  primary  source 
of  cash  receipts,  the  operations  of  a firm  are  normally 
geared  to  the  anticipated  volume  of  sales  (18:131).  If 
that  anticipated  volume  of  sales  exceeds  the  firm' s present 
plant  capacity,  the  firm  has  to  generate  more  cash  and 
sources  of  financing  for  equipment  replacement  and/or 
expansion  to  meet  that  future  demand,  or  it  can  limit  sales 
and  not  expand.  Conversely,  if  future  sales  are  not  expected 
to  exceed  present  plant  capacity,  the  cash  requirements  of 
the  firm  may  not  be  as  great.  Therefore,  a good  sales 
forecast  is  an  essential  foundation  for  forecasting  a firm's 
financial  requirements. 

Normally,  the  DOD  analyst  does  not  have  access  to 
the  specific  market  and  product  information  that  would 
enable  him  to  construct  a sales  forecast  for  the  firm. 
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The  prospective  contractor  will  furnish  a sales  forecast 
to  the  analyst,  but  the  problem  then  becomes  one  of 
validity  and  reliability  of  the  forecast.  Short  of  becoming 
a market  analysis  expert,  the  DOD  analyst  has  available  to 
him  an  alternative  method  for  determining  the  validity  of 
the  corporation ' s forecast.  By  consulting  Value  Line's 
and  Standard  and  Poor's  stock  reports  on  the  contractor, 
the  analyst  can  compare  these  sales  forecasts  to  the  firm's 
forecast.  From  this  analysis,  the  analyst  should  have  a 
fairly  accurate  and  reliable  sales  forecast  that  he  can  use 
to  base  his  evaluation  of  the  firm's  financial  require- 
m^ents.  To  make  this  evaluation,  the  analyst  should  use  one 
of  the  two  financial  forecasting  tools;  (1)  the  cash  flow 
forecast,  or  (2)  the  pro  forma  financial  statements. 

Cash  Flow  Forecasts 

The  most  basic  and  comiprehensive  method  of  predicting 
the  amount  and  time  of  future  funds  needs  is  through  prepara- 
tion of  a cash  flow  forecast  or,  as  it  is  sometimes  called, 
a cash  budget  (18:129).  As  defined  by  Weston,  the  cash 
budget  is  "a  schedule  showing  cash  flows  (receipts,  dis- 
bursements, net  cash)  for  a firm  over  a specified  period  of 
time  [62:563]."  The  forecast  is  used  to  predict  when  and 
in  what  quantity  receipts  of  cash  will  come  into  the  firm, 
and  when  and  in  what  quantity  payments  of  cash  will  be  .made. 
An  a.nalysis  of  cash  flow  forecast  allows  the  analyst  to 
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determine  the  firm's  financial  requirements  for  future 
operations.  A positive  net  cash  flow  will  indicate  that 
the  firm  has  some  internal  financing  capability.  However, 
if  a negative  net  cash  flow,  i.e.,  outflows  of  cash  exceed 
inflows,  is  indicated,  the  firm  will  require  additional 
financing  from  external  sources  unless  cash  is  available 
(17:88) . 

The  prospective  contractor,  by  request  from  the 
analyst,  will  provide  a cash  flow  forecast  that  incorporates 
the  effects  of  the  contract  to  be  let.  From  this  forecast, 
the  analyst  can  determine  the  amount  of  the  contractor's 
financial  requirements.  If  a substanial  portion  of  the 
cash  required  is  to  be  externally  financed,  the  analyst, 
from  his  analysis  of  the  corporation's  present  financial 
position,  can  determine  if  the  contractor  is  capable  of 
borrowing  that  amount,  and,  ultimately,  if  the  contractor 
is  financially  capable  to  successfuly  complete  the  contract. 

The  cash  flow  forecast  can  be  a useful  tool  to  the 
DOD  analyst  if  he  allows  for  its  inherent  limitations. 

Since  the  forecast  is  based  on  best  estimates  of  what  can 
be  expected  in  the  future,  the  results  should  not  be  con- 
sidered inviolable  (17:96).  Additionally,  the  forecast  is 
based  on  a single  set  of  plans  which  may  and  probably  will 
change  over  the  forecasted  time  period.  To  help  overcome 
these  limitations,  the  analyst  may  find  it  useful  to  fore- 
cast a cash  flow  for  the  best  and  worst  possible  outcomes 
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and  to  forecast  a series  of  cash  flows  based  on  the  alterna- 


tive plans  available  to  the  corporation. 

Pro  Forma  Financial  Statements 

The  pro  forma  financial  statements  are  the  projec- 
tions of  the  firm's  current  financial  stataments  given  a 
set  of  proposed  transactions  such  as  additional  acquisitions, 
new  financing,  consolidation,  recapitalization,  or  reorgani- 
zation (19:37).  The  two  statements  that  should  be  of  con- 
cern to  the  analyst  for  purposes  of  financial  forecasting 
are  the  income  statement  and  the  balance  sheet.  As  was 
previously  discussed,  the  income  statement  shows  the  differ- 
ences between  the  flow  of  revenues  and  costs  for  a stated 
period,  and  the  balance  sheet  indicates  the  value  of  the 
firm's  assets,  liabilities,  and  equity  at  a moment  in  time. 

By  forecasting  the  proposed  changes  in  operations  of  the 
firm,  the  analyst  can  develop  and  analyze  an  income  state- 
ment for  the  period  under  study  and  a balance  sheet  as  of 
the  end  of  the  period. 

As  in  the  case  of  the  cash  flow  forecast,  the  DOD 
analyst  normally  does  not  have  access  to  the  specific 
information  (i.e.,  corporate  plans,  market  analyses,  etc.) 
required  to  develop  pro  forma  statements.  These  statements 
will’ be  provided  by  the  prospective  contractor  and  can  be 
verified  for  validity  by  comparing  them  to  estimates  made 
by  independent  investment  advisory  services.  A particularly 


good  source  that  can  be  useful  in  solving  this  validity 
problem  is  the  Value  Line  Investment  Survey.  The  survey 
provides  one,  two,  and  five  year  projections  for  the  key 
ratios  and  accounts  (i.e.,  long-term  debt,  working  capital, 
etc.)  of  the  corporation. 

Upon  verification  of  the  pro  forma  statements,  the 
analyst  can  apply  the  traditional  methods  of  financial 
analysis  to  analyze  the  projected  financial  position  and 
operating  results  of  the  corporation.  Helfert  states  that, 

. . . the  importance  of  pro  forma  statements  lies 
in  appraising  the  funds  needs  or  generation  of  the 
enterprise  at  a specific  point  in  time,  its  financial 
strength  and  weakness,  the  effect  of  growth  or  retrench- 
ment, and  the  effect  of  changing  policies  over  tim.e. 

They  also  present  the  future  relationship  of  assets, 
liabilities,  revenues,  costs,  and  profits,  and  thereby 
can  be  interpreted  [17:86]. 

The  pro  forma  statements  are  also  not  without 
limitations.  Because  these  statements  are  forecasts, 
errors  in  estimates  can  be  expected.  Additionally,  there 
is  the  risk  that  the  pro  forma  stateirients , as  rather  sweep- 
ing summaries  of  individual  transactions  and  fluctuations 
in  the  volume  of  operations,  may  obscure  sizable  funds 
needs  or  financial  crises  which  can  occur  betv>^een  the 
balance  sheet  dates  (17:87).  In  this  case,  the  analyst 
must  rely  on  his  experience  and  judgment  regarding  the 
choice  of  periods  and  date  for  analysis. 
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CorDorate  Financial  Policv 


Any  financial  analysis  of  a corporation  would  be 
incomplete  without  an  examination  of  the  corporate  policy 
intended  to  guide  future  operations.  Just  as  DOD  is  con- 
tinually making  short-  and  long-range  plans  to  accomplish 
national  security  objectives,  so  too  is  the  corporation 
planning  to  achieve  its  corporate  objectives.  The  role  of 
financial  planning  in  the  area  is  critical.  It  is  with 
capital  that  the  firm  purchases  raw  materials,  processes 
them  to  finished  goods  and  exchanges  the  finished  goods 
for  capital  in  excess  of  the  original  investment.  Joseph 
Stiglitz  suggests  there  are  four  decisions  the  firm  must 
m.ake  when  considering  this  cycle; 

(1)  Which  projects  should  the  firm  undertake? 

(2)  How  should  the  firm  finance  its  investment? 

(3)  How  much  should  the  firm  invest? 

(4)  How  should  the  firm  distribute  its  incomie 
[49:851] ? 

In  the  language  of  finance,  these  decisions  would  be 
referred  to  respectively  as  (1)  the  Capital  Budgeting  Deci- 
sion, (2)  the  Capital  Structure  or  Debt/Equity  Financing 
Decision,  (3)  the  Capital  Investment  Decision,  and 
(4)  the  Dividend  Policy  Decision.  The  analyst  should  be 
aware  of  the  circumstances  surrounding  each  of  these  deci- 
sions and  the  possible  impact  upon  USAF  procurement. 

Capital  Budgeting  Decision 

As  previously  mentioned,  the  capital  budgeting 
decision  is  a determination  of  which  projects  the  firm 
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should  undertake.  Mr.  Erich  Helfert  has  stated  that  the 
decision  as  to  which  project  to  accept  is  a balance  of 
the  sources  and  cost  of  capital,  measured  against  the  most 
economic  use  of  capital  to  achieve  specific  objectives. 

The  entire  decision  process  is  made  under  conditions  of 
risk  (17:141).  The  complete  process  is  illustrated  in 
Figure  3. 

The  capital  budgeting  decision  applies  to  many 
different  areas.  Helfert  mentions  outlays  for  plant, 
equipment,  or  new  product  lines  (17:143).  If  the  decision 
is  put  in  the  context  of  DOD  contracts  and  a firm  in  the 
aerospace  industry,  the  decision  may  be  whether  to  bid  on 
the  F-16  airframe  contract,  the  F-15  airframe  contract,  or 
neither.  To  aid  in  this  decision,  numerous  techniques  have 
been  developed. 

The  techniques  used  to  determine  which  projects  to 
accept  fall  into  two  basic  categories:  (1)  Payback  Period 

and  (2)  Discounted  Cash  Flow  Techniques.  The  payback 
period  is  " . . . the  number  of  years  it  takes  a firm  to 
recover  its  original  investment  from  net  returns  before 
depreciation  but  after  taxes  [62:144]."  On  the  other  hand, 
discounted  cash  flows  recognize  the  "time  value"  of  money. 
This,  means  that  a dollar  today  is  more  valuable  than  a 
dollar  promised  at  some  future  date.  The  dollar  today  is 
more  valuable  because  it  can  be  invested  and  earn  interest 
until  the  time  that  future  dollar  is  delivered. 
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Figure  3 

The  Captial  Budgeting  Decision  (13) 
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Examples  cf  discounted  cash  flow  techniques  are; 


the  Net  Present  Value  Method  (NPV) , Benefit/Cost  ratio 
or  Profitability  Index  (PI ‘ , Internal  Rate  of  Return 
method  (IRR)  (62:li3-44  , jni  the  Discounted  Rate  of 
Return  method  (33:518  . ’"le  distinction  between  the  pay- 
back method  and  the  discounted  cash  flow  techniques  is 
important.  The  payback  method  only  considers  the  period 
during  which  the  firm  would  recover  its  investment.  The 
firm  using  the  payback  method  will  choose  the  project  that 
returns  the  initial  investment  the  quickest  (33:519).  One 
possible  problem  with  this  method  is  that  it  ignores  the 
stream  of  income  that  extends  beyond  the  maximum  payback 
period  (62:144).  Weston  states  that  NPV,  PI,  and  IRR  will 
normally  rank  a group  of  projects  in  the  same  order;  how- 
ever, the  following  is  a partial  list  of  characteristics 
which  may  cause  a different  order  depending  upon  the  tech- 
nique used: 

Project  Characteristics — 

(1)  The  cash  flow  of  one  project  increases  over 
time,  while  that  of  the  other  decreases. 

(2)  The  projects  have  different  expected  lives. 

(3)  The  cost  of  one  project  is  higher  than  that 
of  the  other. 

Corporate  Characteristics-- 

(1)  Investment  opportunities  in  the  future  are 
expected  to  be  different  than  they  are  this  year,  and 
the  direction  of  change  (better  or  worse)  is  known. 

(2)  Capital  rationing  [the  firm  has  imposed  a 
strict  limit  on  capital  expenditures  or  it  is  imposed 
externally  due  to  limited  sources  of  capital  (62:166)] 
is  being  imposed  on  the  firm  [62:150]. 
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One  or  all  of  the  characteristics  may  apply  to  an 
aerospace  firm  evaluating  possible  investment  decisions. 

It  is  not  practical  to  analyze  all  the  combinations  possible 
and  their  ramifications.  However,  the  individual  analyst 
should  be  prepared  to  investigate  the  application  of  these 
techniques  as  the  firm  uses  them  to  rank  projects,  and  the 
objectives  of  the  firm  which  lead  to  project  selection. 

The  objectives  may  be  the  key  to  reconciling  the  economic 
ranking  provided  by  capital  budgeting  techniques  and  the 
actual  project  chosen.  Fox  mentions  that  some  contractors 
will  underbid  on  DOD  contracts  just  to  get  a "foot  in  the 
door"  (12:276).  This  situation  is  analagous  to  a firm,  that 
says  project  A is  economical  only  if  we  accomplished  it  at 
price  P or  greater;  however,  we  will  submit  a bid  at  lower 
than  price  P because  other  benefits  may  be  derived  from 
having  this  contract  in  particular  or  another  DOD  contract 
in  general.  Although  the  final  selection  coincides  with 
the  contractor's  objectives,  it  may  not  mieet  DOD  objectives. 
In  this  example,  the  contractor  niay  perceive  the  require- 
ments of  the  project  as  being  poorly  defined  and  requiring 
num.erous  changes.  Therefore,  once  he  has  the  contract  he 
can  renegotiate  the  price  because  of  the  number  of  contract 
changes  required  to  definitize  the  work  to  be  accomplished 
(12:276).  Recognition  that  the  final  project  selection 
does  not  agree  with  the  capital  budgeting  technique  used 
will  not  tell  the  analyst  that  this  situation  exists. 
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However,  it  does  indicate  that  the  interface  between  the 


capital  budgeting  decision  and  corporate  objectives  should 
be  closely  examined.  Whichever  project (s)  the  firm  selects, 
the  next  decision  must  be  how  to  finance  the  project. 


Capital  Structure  and  Debt/ 

Equity  Financing 

A firm's  capital  structure  can  be  said  to  be  com- 
prised of  permanent  financing  which  is  usually  composed 
of  common  stock,  preferred  stock,  retained  earnings,  and 
long  term  debt  (41:445).  A general  classification  can 
be  made  by  grouping  the  miethods  of  financing  as  debt  (long- 
term; short-term  credit  is  excluded  (62:249)),  or  equity. 

A simplified  approach  to  the  difference  between  the  types 
of  financing  is  that  providers  of  equity  capital  share  in 
the  ownership  of  the  firm,  whereas  those  who  provide  debt 
financing  receive  their  principle  plus  interest.  Some  of 
the  forms  debt  can  take  are  bonds,  term  loans,  leases, 
warrants,  and  others.  Equity  financing  is  com.posed  of 
common  stock,  retained  earnings,  or  preferred  stock. ' 

While  it  is  beyond  the  scope  of  this  research  to  examine 
each  form  of  debt  or  equity  individually,  the  general  mix 
of  debt/equity  financing  is  examined  as  the  building  block 
of  capital  structure. 


Preferred  stock  has  some  of  the  charac*  ; . 
both  debt  and  equity  financing.  The  authors  ha  --  • 

Weston's  view  that  a creditor  looking  at  the 
preferred  stock  an  equity  (62:250). 
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J.  N.  Philips  states  that  a firm's  capital  struc- 
ture depends  upon:  (1)  the  nature  of  assets  and  the  way 

they  are  managed,  and  (2)  the  availability  and  cost  of 
different  types  of  capital  (39:841).  With  respect  to 
"Nature  of  assets,"  the  primary  emphasis  is  placed  upon 
major  assets  such  as  those  discussed  under  the  capital 
budgeting  decision  (i.e.,  plant,  equipment,  etc.).  The 
"availability"  of  different  types  of  capital  refers  to  the 
relative  ease  with  which  funds  can  be  raised  through  debt 
or  equity  financing.  The  "cost  of  capital"  is  defined  as 
" . . . the  cost  associated  with  the  use  of  a particular 
block  of  funds  raised  from  a single  source,  either  by  a 
single  security  issue  or  a package  of  securities  [43:96]." 
This  means  that  the  cost  of  capital  can  be  segmented  into 
a cost  for  preferred  stock,  a cost  for  retained  earnings, 
or  a cost  for  any  type  of  financing  (62:303).  An  example 
of  the  cost  of  debt  financing  is  the  periodic  cost  of 
interest.  The  cost  also  depends  on  the  amount  of  debt  to 
be  financed  and  the  soundness  of  the  firm.  The  cost  of  a 
new  issue  of  common  stock  would  be  determined  by  the  number 
of  shares  of  stock  that  must  be  offered  and  sold  to  obtain 
a specified  amount  of  capital.  The  problem  is  in  projecting 
the  cost  of  capital  and  how  this  affects  the  firm.  For 
example,  a new  equity  issue  will  dilute  the  ownership  of 
the  firm. 
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The  possible  combinations  of  cost  and  availability 
of  different  forms  of  capital  financing  will  normally  lead 
the  firm  to  base  its  debt/equity  mix  on  the  average  cost  of 
capital  (62:301).  G.  David  Quirin  has  presented  this  deci- 
sion graphically  (Figure  4) . Figure  4 illustrates  a range 
of  debt/equity  ratios  for  which  there  is  little  variation 
in  the  cost  of  debt  or  equity.  The  relatively  constant 
cost  of  debt  and  equity  allows  the  firm  to  gradually  reduce 
its  average  cost  of  capital.  The  reduction  in  the  average 
cost  of  capital  continues  until  at  some  debt/equity  ratio 
the  component  cost  of  debt  and  equity  start  to  increase 
rapidly.  Quirin  and  Weston  agree  that  the  optimal  debt/ 
equity  mix  is  that  point  at  which  the  average  cost  of 
capital  is  a minimum  (43:126;  62:313).  Even  with  an 
optimal  point  for  operations,  it  is  important  to  remember 
that  a firm's  capital  structure  is  dynamic,  and  there  is 
movement  around  the  optimal  mix  (62:324).  Operation  at  a 
point  other  than  the  optimal  mix  may  occur  because  of  situa- 
tions internal  or  external  to  the  firm.  As  illustrated  in 
Figure  4,  there  are  many  times  when  the  cost  of  debt  is  less 
than  the  cost  of  equity.  For  this  and  other  reasons,  many 
firms  find  debt  financing  more  attractive  than  equity 
financing. 

There  are  some  advantages  to  using  debt  as  opposed 
to  equity  financing.  Thomas  Pogue  points  out  the  tax 
advantage  of  debt  financing  (40:185).  The  interest  charges 
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Figure  4 

Cost  of  Capital  and  Optimum 
Debt/Equity  Ratio  (43:126) 


associated  with  debt  financing  are  tax  deductible.  Weston 
points  out  that  the  use  of  debt  creates  financial  leverage 
that  can  magnify  the  return  on  the  owner's  investment 
(equity)  whenever  the  return  on  assets  is  greater  than  the 

O 

cost  of  debt  (62:266).  Modigliani  and  Miller  go  so  far 
as  to  suggest  that  all  projects  should  be  financed  entirely 
by  debt,  then  once  the  project  reflects  itself  in  earnings, 
use  an  equity  issue  to  retire  the  debt  at  a lower  price 
(30:392).  The  question  is  how  much  debt  can  the  firm 
assume.  Baumol  and  Malkiel  state: 

. . . there  are  limits  of  prudence  to  company  bor- 
rowing; when  borrowing  reaches  a point  where  insolvency 
becomes  a real  possibility,  the  self  interest  of 


g 

The  converse  is  also  true,  when  the  return  on  assets 
is  less  than  the  cost  of  debt,  the  losses  are  magnified  (62: 
266)  . 


management  as  well  as  the  interest  of  stockho'' ders  may 
restrain  the  firm  from  going  further  in  this  direction 
[5:562] . 

This  principle  is  expressed  in  terms  more  meaningful  to  the 
DOD  analysts  in  the  following  statement  by  J.  N.  Philips, 
"The  true  measure  of  debt  capacity  is  a comparison  of  the 
size,  timing,  and  certainty  of  the  cash  flow  into  the  enter- 
prise as  compared  with  the  cash  flow  out  [39:844]."  This 
relates  the  amount  of  debt  a firm  can  have  directly  to  the 
ability  of  the  firm  to  continue  operations  and  pay  fixed 
interest  charges  required  from  a dedt  financing.  The  use 
of  extensive  debt  financing  is  reflected  in  the  aerospace 
industry . 

Fox  has  observed  that  during  the  period  1964-1970, 
the  debt/equity  ratios  of  the  aerospace  industry  have 
increased  from  0.25  to  0.57,  or  an  increase  of  128  percent 
(12:57).  Standard  and  Poor's  states  that  in  1975,  the  aero- 
space industry's  percent  of  current  debt  to  net  worth  was 
132.9  percent  (47:A-27).  It  is  Fox's  contention  that  the 
increasing  use  of  debt  in  the  aerospace  industry  has  two 
side  effects,  "...  financial  stress  and  a loss  of 
flexibility  in  management  decisions  [12:60]."  It  is  of 
interest  to  compare  Fox's  conclusion  with  the  view  of 
bankers  when  considering  a loan  to  finance  capital  expendi- 
tures. The  following  excerpt  shows  the  two  factors  bankers 
considered  most  important  in  evaluating  a loan  application 
for  capital  expenditures: 
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1.  The  organization's  management,  both  in  terms 
of  qualifications  and  the  structural  balance  of  the 
team  of  managers,  represents  a cornerstone  in  the 
banker's  analysis. 

2.  The  corporation's  financial  position,  including 
the  information  system  necessary  in  properly  examining 
the  firm's  financial  status,  is  also  of  key  importance. 
In  this  context,  the  respondents  exhibited  an  interest 
in  (1)  the  time  span  necessary  in  developing  profits/ 
or  positive  cash  flows;  (2)  the  business  maintaining 

an  adequate  liquidity  position;  and  (3)  the  providing 
of  financial  statements  based  upon  a sound  accounting 
system  [14:64] . 

Both  authors  are  concerned  with  management,  and  Fox's 
financial  stress  relates  directly  to  the  banker's  interest 
in  positive  cash  flows  and  liquidity.  The  researchers 
believe  that  the  DOD  analyst  should  be  no  less  thorough  in 
his  examination  than  the  banker. 

The  DOD  analyst  should  at  least  check  the  trends 
in  the  firm's  capital  structure  for  the  last  five  years. 

An  examination  of  Lockheed  would  have  shown  a large 
increase  in  long-term  debt  and  total  debt  to  capitalization 
from  1966  to  1972  (Table  6) . Any  increase  in  debt  will  be 
accompanied  by  an  increase  in  cash  outflows  to  retire  that 
debt  and  the  periodic  interest  charges.  The  problem  of 
adequate  cash  flow  is  not  unique  to  the  aerospace  industry, 
but  some  of  the  steps  taken  to  overcome  cash  flow  problems 
are.  This  situation  is  reflected  in  the  capital  investment 
decision. 


Capital  Investment  Decision 

Although  a firm  may  have  decided  a project  is 
worthwhile  and  that  funds  are  available,  it  still  must 
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TABLE  6 


LOCKHEED  DEBT  STRUCTURE  (Millions  of  Dollars 
and  Percentages)  (22:44,47) 


Year 

1966 

1967 

1968 

1969 

1970 

1971 

1972 

Long-Term 
Debt  ($) 

17 

140 

138 

336 

584 

708 

7 51 

Total  Debt  to 
Capitalization  (%) 

5.1 

28.6 

27.1 

51.2 

71.  3 

73.  9 

74.1 

decide  how  much  it  will  invest  in  the  project.  Manufactur- 
ing firms  normally  expect  new  equipment  to  be  productive 
over  a long  period  of  time.  However,  members  of  the  aero- 
space industry  may  be  faced  with  the  cost  of  an  expensive 
piece  of  equipment  that  is  appropriate  for  a single  DOD 
contract.  DOD  has  recognized  this  situation  and  may  pro- 
vide the  required  piece  of  equipment.  Belden  has  observed: 

Materials,  plants  and  equipment,  and  working 
capital  are  often  required  by  defense  contractors  to 
accomplish  maximum  production  of  a military  item  in 
accordance  with  a specific  production  schedule.  The 
administrative  contracting  officer  provides  assistance 
to  defense  contractors  in  such  situations,  or  he 
notifies  the  procuring  contracting  officer  of  the 
requirement  [6:152]. 

Although  private  financing  is  the  preferred  method 
of  financing  on  defense  contracts,  the  above  situation  is 
not  unusual.  ASPR  states  that  the  requirement  for  guar- 
anteed loans,  or  progress  payments  shall  not  be  treated  as 
a handicap  in  awarding  contracts  (52:E:7).  Obviously 
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loans  and/or  payments  can  alleviate  some  of  the  working 
capital  problems,  but  they  also  discourage  private  capital 
investment.  According  to  Standard  and  Poor's,  the  Pentagon 
has  stated  that  aircraft  makers  (with  the  exception  of 
Northrop)  are  considered  light  investors  in  capital  facili- 
ties, while  missile  makers  and  shipbuilders  invest  more 
heavily  in  facilities  (47;A-28).  Even  though  the  aircraft 
manufacturers  have  invested  little  of  their  own  funds  with 
respect  to  DOD  contracts,  the  amount  of  long-term  debt  of 
particular  firms  (i.e.,  Lockheed)  and  the  aerospace  indus- 
try in  general  has  been  increasing.  This  situation  again 
emphasizes  the  need  for  the  DOD  analyst  to  monitor  the 
capital  structure  of  prospective  contractors.  As  previously 
mentioned,  capital  structure  is  dynamic.  Recent  DOD  policy 
changes  may  promote  a shift  in  capital  structure. 

"Profit  76  Study. " This  study  was  begun  on  the 
instructions  of  Deputy  Secretary  of  Defense  Clements  on 
13  May  1975.  The  study  was  directed  by  the  Office  of 
Assistant  Secretary  of  Defense  (Installation  and  Logistics) 
to  explore  ways  to  reduce  the  cost  of  DOD  procurements 
(42:1).  Specifically,  DOD  states: 

The  reasons  for  contractor  reluctance  to  invest  in 
modern  machinery  and  equipment  for  use  on  DOD  contracts 
are  many  and  varied,  but  it  is  clear  that  some  are 
rooted  in  present  procurement  policy  which  fails  to 
recognize  adequately,  (either  in  profit  or  as  an  allow- 
able cost)  the  facility  investment  which  may  be  required 
for  efficient  operation  [53:i]. 
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The  goal  of  the  study  as  stated  by  Secretary  Clements  was 
. .to  develop  policy  revisions  needed  to  motivate 
defense  contractors  to  make  investments  which  will  reduce 
Defense  Department  acquisition  costs  [54:2]." 

"Profit  76"  resulted  in  two  changes  in  profit 
policy.  The  first  is  that  the  imputed  cost  of  capital  for 
facility  investment  will  be  an  allowable  cost  on  most 
negotiated  contracts.  The  second  is  that  the  level  of 
facility  investment  will  be  recognized  by  contracting 
officers  on  reaching  a pre-negotiation  profit  objective 
(53:i).  For  the  purpose  of  this  research,  the  first  change 
is  the  more  important  of  the  two. 

The  cost  of  capital  has  previously  been  defined. 

It  was  pointed  out  that  each  source  of  capital,  whether 
preferred  stock  or  retained  earnings  has  a unique  cost. 
However,  the  cost  of  capital  as  used  in  the  "Profit  76" 
study  does  not  differentiate  between  equity  or  debt  funds, 
but  applies  a uniform  cost  to  both  (53:30). 

The  significance  of  making  the  imputed  cost  of 
capital  for  facility  investment  an  allowable  cost  is  the 
potential  for  change  in  the  firm's  capital  structure. 
Standard  and  Poor's  describes  this  situation  as  follows: 

".  ._.  the  Government  allows  contractors  to  charge  off  the 
interest  expense  of  money  borrowed  for  capital  facilities, 

. . . [and]  the  imputed  cost  of  money  . . . from  the  firm's 
own  retained  earnings  . . . [47:A-27]."  If  the  relatively 
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high  debt/equity  ratio  of  the  aerospace  industry  is  kept  in 
mind,  a potential  problem  exists  for  DOD.  Thomas  Pogue  has 
said  that  the  greater  the  firm's  debt  to  equity  ratio,  the 
greater  the  risk  the  firm  will  be  unable  to  meet  interest 
payments,  and  that  lenders  may  react  by  increasing  interest 
rates  and  the  imputed  cost  of  debt  (40:184-185).  The 
implication  is  that  those  aerospace  firms  that  attempt  to 
increase  capital  investment  through  debt  financing  may  face 
higher  cost  of  capital  because  of  their  capital  structure. 
Even  if  DOD  based  the  allowable  cost  on  the  average  cost 
of  capital  for  the  industry,  the  overall  capital  structure 
of  aerospace  may  make  a higher  than  normal  cost  of  capital 
standard  for  the  industry.  The  worst  scenario  is  of  course 
the  highly  leveraged  firm  that  can  only  obtain  capital  if 
the  government  guarantees  the  loan.  The  firm  then  requires 
some  form  of  advance  payments  to  meet  the  cash  flow  require- 
ments of  the  project  and  the  increased  debt.  Finally, 
through  poor  management  or  whatever,  the  firm  defaults  on 
the  loan.  Although  the  possibility  of  this  situation  seems 
remote,  it  cannot  be  ignored  by  the  analyst. 

The  above  discussion  is  not  intended  as  a criticism 
of  the  policy  changes  stimulated  by  "Profit  76."  Rather, 
the  discussion  is  intended  to  point  out  the  need  for  added 
vigilance  by  DOD  analysts.  Standard  and  Poor's  has  quoted 
the  Pentagon  as  saying  that  shipbuilders  and  missile  makers 
should  have  their  profits  increase  a couple  of  percentage 
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points  while  aircraft  makers  may  experience  a dip  in 
profits  (47;A-28).  However,  a one  percent  change  on  a 
multimillion  dollar  contract  is  significant.  If  the  new 
profit  policy  has  the  desired  effect  and  promotes  more 
capital  investment,  the  analyst  must  investigate  all  possi- 
ble effects  on  contract  completion.  It  would  be  necessary 
to  go  to  the  contractor  and  determine  his  source  for  the 
funds  whether  debt  or  equity.  If  he  intends  to  use  debt, 
how  will  he  retire  the  debt?  These  are  the  types  of  ques- 
tions that  must  be  answered,  and  the  best  source  of  informa- 
tion will  be  the  managers  of  the  firm. 

Corporate  Dividend  Policy 

The  impact  of  dividend  policy  on  the  firm's  finan- 
cial capability  is  difficult  to  specify.  This  difficulty 
is  due  to  conflicting  opinions  in  the  literature. 

Dividends  are  the  distribution  to  the  shareholders 
of  all  or  some  portion  of  retained  earnings  (60:321). 
Dividend  policy  then  is  the  determination  of  how  much  of 
retained  earnings  should  be  returned  to  stockholders,  what 
form  the  dividend  will  take  (cash,  stock,  etc.), 
and  how  much  should  be  kept  by  the  firm  for  capital  invest- 
ment. The  controversy  around  dividend  policy  is  how  it 
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affects  the  "value  of  the  firm."  Modigliani  and  Miller 
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Although  a number  of  definitions  exist  for  the 
"value  of  the  firm"  (i.e.,  book  value,  intrinsic  value, 
etc.),  the  researchers  are  equating  value  of  the  firm  to 
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contend  that  dividends  only  contain  information  about 
expected  future  earnings  of  the  firm,  and  that  investors 
do  not  care  whether  they  receive  dividends  or  capital  gains 
(30:280-285).  Eugene  Fama  shows  empirically  that  dividend 
decisions  and  investment  decisions  are  independent,  and 
that  neither  should  be  based  upon  the  other  (10:304).  The 
opposite  point  of  view  is  illustrated  by  Baumol  and  Malkiel. 
They  relax  some  of  the  assumptions  of  Modigliani  and  Miller 
(Baumol  and  Malkiel  allow  transaction  cost,  taxes,  and  dif- 
ferent lending  and  borrowing  rates) . Their  conclusion  then 
is  that  the  financial  structure  of  the  firm  is  not  irrele- 
vant to  the  stockholder  (5:554).  A similar  though  more 
intuitive  approach  is  taken  by  Stiglitz.  Stiglitz  con- 
cludes that  if  individuals  believe  financial  policy  affects 
the  value  of  the  firm,  then  bias  is  introduced  and  policy 
will  affect  the  value  of  the  firm  (49i-863). 

The  differing  opinions  in  this  area  make  it  diffi- 
cult to  find  a basis  for  financial  analysis.  It  is  the 
opinion  of  the  researchers  that  any  investigation  of  divi- 
dend policy  should  be  preceded  by  an  indication  that  divi- 
dend policy  will  change.  If  that  is  the  case,  then  the 
major  area  to  analyze  would  be  retained  earnings,  and  how 

market  value,  where  market  value  of  the  firm  is  the  price 
per  share  of  common  stock.  It  is  the  opinion  of  the 
researchers  that  market  value  is  a more  realistic  defini- 
tion than  the  others  for  this  discussion. 
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changes  in  dividends  effect  the  value  of  the  firm  as 
reflected  in  the  price  of  equity  issues.  Again  the  prob- 
lem is  which  theory  (Miller  and  Modigliani  or  Stiglitz) 
the  analyst  should  subscribe  to.  The  researchers  feel 
there  is  insufficient  evidence  to  choose  one  theory  over 
the  other;  the  authors  would  advocate  that  each  firm's 
equity  owners  should  be  treated  as  a unique  set.  Then  the 
historical  relationship  between  dividend  changes  and  the 
price  of  common  stock  can  be  analyzed.  The  situation  may 
be  as  Miller  and  Modigliani  suggest,  that  changes  in  divi- 
dends only  affect  the  mix  of  stockholders,  but  not  the 
value  of  the  firm  (30:270-272).  However,  the  change  of 
owners  may  produce  small  fluctuations  in  the  cost  of 
equity  issues.  These  fluctuations  in  turn  may  impact  the 
immediate  ability  of  the  firm  to  raise  equity  capital.  It 
is  the  impact  on  the  ability  to  raise  equity  capital  of 
which  the  financial  analyst  must  be  aware  of. 

Summary 

Corporate  financial  policy  is  the  cornerstone  of 
the  firm's  financial  capability.  It  is  the  ability  of 
financial  policy  to  influence  daily  operations  that  makes 
it  important  to  the  financial  analyst.  Policy  is  shaped 
by  four  major  decisions;  (1)  Capital  Budgeting,  (2)  Capital 
Structure,  (3)  Capital  Investment,  and  (4)  Dividend  Policy 
decisions.  It  is  important  for  the  financial  analyst  to 
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understand  what  guides  these  decisions  and  their  importance 
to  the  firm's  financial  capability. 

The  capital  budgeting  decision  determines  which 
projects  the  firm  w'ill  undertake.  The  basic  decision- 
making tool  is  economic  analysis.  Economic  analysis  is 
used  to  rank  projects.  Then  the  ranking  is  examined  to  see 
how  well  it  matches  corporate  objectives.  The  financial 
analyst  must  be  wary  of  the  situation  in  which  corporate 
objectives  disturb  the  economic  order  of  project  selection. 

Capital  structure  is  the  mix  of  capital  (debt  and 
equity)  the  firm  maintains.  The  analyst  is  interested  in 
the  ratio  of  debt  to  equity  and  how  it  affects  the  firm's 
ability  to  obtain  capital.  The  aerospace  industry  has  a 
relatively  high  debt  to  equity  ratio  and  this  affects  their 
cost  of  capital.  It  is  important  to  keep  in  mind  that  no 
matter  what  the  source  of  capital,  debt  or  equity,  there  is 
a cost  associated  with  each. 

The  third  decision  is  the  capital  investment  deci- 
sion. The  firm  must  decide  how  much  capital  they  are  will- 
ing to  invest  in  the  project(s).  The  "Profit  76  Study" 
may  have  an  impact  in  this  area.  By  linking  a portion  of 
the  firm's  profit  to  their  capital  investment,  capital 
expenditures  are  encouraged.  Because  of  the  highly  levered 
position  of  the  aerospace  industry,  the  analyst  must  care- 
fully e.xamine  the  ability  of  a particular  firm  to  increase 
its  capital  investment. 
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The  final  area  of  discussion  was  dividend  policy. 
This  area  is  difficult  to  specify  for  the  analyst  because 
of  conflicting  theories  in  the  literature.  The  researchers 
suggest  that  the  area  only  be  analyzed  if  a change  in  divi- 
dend policy  is  suggested  by  management.  If  analysis  is 
necessary,  then  each  firm  should  be  treated  uniquely. 
Historical  trends  can  then  be  analyzed  to  determine  if 
there  is  any  relationship  between  dividend  policy  and  the 
cost  of  equity  issues  for  this  firm.  The  major  concern 
for  the  analyst  is  whether  any  fluctuations  are  present  in 
the  price  of  equity  issues,  and  how  these  fluctuations  may 
affect  the  firm's  ability  to  raise  equity  capital. 

The  common  thread  throughout  this  section  is  the 
firm's  ability  to  raise  capital  and  use  it  effectively. 
Analysis  in  this  area  depends  on  knowledge  of  techniques 
used  and  how  the  firm's  financial  objectives  are  to  be  met. 
This  is  the  task  of  the  financial  analyst  in  evaluating 
corporate  financial  policy. 

Prior  Performance  on  Government  Contracts 

The  Department  of  Defense  has  specified  that  a con- 
tractor's past  performance  must  be  considered  in  each  source 
selection  (36:20).  Past  performance,  as  used  by  DOD, 
focuses  upon  how  well  the  contractor  met  the  schedule, 
technical,  and  cost  goals  on  past  contracts  (55:6). 

Although  poor  financial  planning  and  performance  may  impact 
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all  these  areas  (technical,  schedule,  and  cost),  this 
research  focuses  upon  the  cost  goal. 


The  obvious  measure  of  how  well  a contractor  met 
cost  goals  is  the  amount  of  cost  underruns  or  overruns. 
However,  to  stop  at  this  point  would  be  an  oversimplifica- 
tion. An  examination  of  cost  over/underruns  would  probably 
indicate  several  reasons  for  the  over/underruns.  Some  of 
the  reasons  may  be  inflation,  engineering  changes,  cost 
accounting  methods,  financial  management,  and  others.  The 
job  of  the  financial  analyst  is  to  separate  financial 
management  from  the  other  factors  that  influence  cost. 

The  separation  of  financial  management  as  a factor 
of  cost  performance  would  be  relatively  easy  if  data  existed 
on  past  contracts  in  a usable  form.  However,  that  is  not 
the  case.  In  1968,  LMI  pointed  out  the  inadequacy  of  the 
data  on  past  performance  in  the  Defense  Documentation  Center 
(DDC)  data  bank  (27:13).  Since  the  LMI  study,  the  DDC 
data  bank  has  been  discontinued,  but  not  replaced  with 
another  data  source.  The  problem  is  compounded  for  the 
analyst  by  a lack  of  DOD  emphasis  on  past  performance.  Fox 
states  "Commercial  procurement  decisions  are  more  frequently 
influenced  by  the  reputation  and  past  performance  of  a con- 
tractor than  are  defense  procureme.nt  decisions  [12:202]." 
Along  with  this,  another  result  of  "Profit  76"  was  that 
prior  performance  was  dropped  as  a weighted  determinant  of 
contractor  profit  (54:28). 
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Even  with  these  problem  areas,  the  researchers 
believe  it  is  of  value  to  investigate  past  performance- 
The  process  of  gathering  the  data  will  be  tedious  and  time 
consuming.  The  isolation  of  financial  management  as  a 
separate  factor  will  also  be  difficult.  It  is  the  opinion 
of  the  authors  that  more  research  should  be  done  on  this 
particular  area.  One  area  of  particular  interest  should  be 
the  establishment  of  an  automatic  data  processing  system 
to  collect  cost  information  as  it  is  generated.  Improve- 
ment in  this  area  will  not  only  help  the  financial  analyst, 
but  will  make  prior  performance  a more  viable  factor  in 
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CHAPTER  IV 


FINANCIAL  ANALYSIS  CHECKLIST 
Overview 

This  chapter  documents  the  second  stage  of  research, 
and  answers  Research  Question  2:  How  can  this  information 
be  combined  to  form  an  approach  to  financial  analysis  that 
is  applicable  to  the  aerospace  industry?  The  reader  should 
note  that  the  information  referenced  in  the  research  ques- 
tion are  those  specific  sources  of  financial  information, 
tools  and  techniques  of  financial  analysis,  techniques  of 
financial  forecasting,  financial  policies  of  the  corpora- 
tion, and  prior  performance  on  Government  contracts  that 
were  developed  in  Chapter  III  of  this  thesis.  Research 
Question  2 was  answered  by  means  of  structuring  the  above 
information  into  a checklist-type  format. 

The  purpose  of  using  the  checklist-type  format  is 
threefold.  First,  the  format  ensures  that  the  DOD  analyst 
reviews  and  analyzes  all  pertinent  financial  information 
about  the  aerospace  corporation  in  question.  Second,  the 
format  ensures  that  the  DOD  analyst  performs  a consistent 
and  adequate  financial  analysis  on  all  prospective  aero- 
space contractors.  Finally,  by  perform.ing  all  items  listed 
on  the  checklist,  the  COD  analyst  will  be  able  to  state. 


with  a reasonable  degree  of  accuracy,  the  financial  posi- 
tion and  capability  of  the  aerospace  corporation. 

In  developing  the  checklist,  the  researchers  con- 
densed all  information  presented  in  the  five  major  cate- 
gories discussed  in  Chapter  III.  Those  major  categories 
are:  (1)  Sources  of  financial  information,  (2)  Tools  and 

techniques  of  financial  analysis,  (3)  Techniques  of  finan- 
cial forecasting,  (4)  Corporate  financial  policies,  and 
(5)  Prior  performance  on  Government  contracts.  These  cate- 
gories will  be  used  to  form  the  basis  of  the  financial 
analysis  checklist. 

In  following  the  basic  checklist  format,  the 
researchers  selected  those  aspects  in  each  major  category 
that  are  appropriate  for  performing  a financial  analysis  of 
an  aerospace  contractor.  The  selection  of  those  specific 
inputs  and  techniques  for  inclusion  into  the  checklist  was 
based  upon  the  findings  of  a comprehensive  literature 
review.  However,  in  order  to  prevent  the  reader  from  being 
bombarded  with  every  known  financial  analysis  technique  and 
to  keep  the  checklist  within  manageable  limits  and  length, 
the  researchers  selected  those  specific  elements  that  would 
allow  the  analyst  to  perform  a thorough  analysis  in  a mini- 
mum amount  of  time. 
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Uses  of  the  Checklist 


The  researchers  foresee  two  major  areas  of  use  for 
the  approach  developed.  The  first  use  is  as  a decision- 
making tool  for  determining  the  financial  capability  of  a 
prospective  aerospace  contractor.  Used  in  this  manner, 
the  approach  would  be  applied  to  a contractor  prior  to  con- 
tract award.  The  researchers  also  believe  that  there  is  a 
legitimate  use  for  the  checklist  as  a management  tool  after 
the  contract  has  been  awarded.  There  are  several  reasons 
for  using  the  checklist  in  this  manner.  First,  financial 
troubles  may  develop  after  the  contract  has  been  awarded. 

If  the  checklist  has  been  continually  updated,  it  may  give 
an  early  warning  of  impending  trouble.  Second,  a contrac- 
tor may  be  involved  in  several  DOD  projects  while  competing 
for  others.  In  this  situation,  the  checklist  can  serve  as 
a management  tool  as  changes  in  the  nvunber  of  contracts 
awarded  are  reflected  in  the  financial  data  in  the  check- 
list. Finally,  in  those  cases  when  contract  award  is  made 
in  spite  of  the  contractor's  poor  financial  position,  the 
checklist  can  be  used  to  highlight  those  areas  where 
advanced  planning  may  alleviate  future  problems. 

Financial  Analysis  Checklist 
I . Sources  of  Financial  Information 

In  preparation  for  performing  the  analysis,  the 
analyst  should  obtain,  at  the  minimum,  the  following 
financial  information  on  the  firm  in  question: 
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Aerosoace  Corporation  Reports 


1.  The  most  current  10-K  report 

2.  All  quarterly  reports  for  current  year 

3.  Forecasted  sales  and  cash  flow  reports 

4.  Pro  forma  balance  sheet  and  income  statemen 
Investment  Advisory  Service  Reports 


1.  Value  Line's  individual  stock  report 

2.  Standard  & Poor's  individual  stock  report 

3.  Moody's  "Bond  Ratings"  Report 
Aerospace  Industry  Averaqes  Reoorts 


Standard  and  Poor's  Basic  Analysis 


2.  Dun  & Bradstreet  s Key  Business  Ratios 

3.  "Aerospace  Facts  and  Figures"  annual  book 


Tools  and  Technicues  for  Financial  Analysis 


The  analyst  should,  as  a minimum,  perform  the 
following  computations  and  analyses  (in  many  cases,  these 
computations  are  already  done  in  Value  Line  and  Standard 
and  Poor' s) . 

A.  Ratio  Analysis — compute  the  following  ratios: 

1.  Liquidity  Ratios 


a.  Current  ratio  = 


Current  Assets 
Current  Liabilities 


V.  _ Current  Assets  - Inventor 

b.  Quick  ratio  = = — ^ — r ' . i ■ . 

Current  Liabilities 


c.  Working  Capital  = Current  Assets  - 

Current  Liabilities 


Leverage  Ratios 

Debt  ratio  = 

Total  Debt 

Si  • 

Total  Assets 

b. 

Current  Debt 

Current  Liabilities 

to  Net  Worth 

Tangible  Net  Worth 

c . 

Total  Debt 

Total  Debt 

to  Net  Worth 

Tangible  Net  Worth 

3.  Efficiency  Ratios 


a.  Inventory  Turnover 


Net  Sales 
Inventory 


b. 


Receivables  Turnover 


Net  Sales 
Receivables 


Working  Capital  Turnover  = 


Net  Sales 

Working  Capital 


4.  Profitability  Ratios 


a. 


Net  Profit  Margin  = 


Net  Profit 
Net  Sales 


b.  ROI 


Earnings  Before  Interest  and  Taxes 
Total  Assets 


c.  ROE 


Net  Profit 

Tangible  Net  Worth 


Trend  Analysis 

1.  Plot  each  corporate  ratio  and  each  aerospace 
industry  average  ratio  for  past  ten  years. 

2.  Analyze  the  corporate  trend  in  relation  to 
the  aerospace  industry  average  trend. 

3.  Look  for  significant  changes  within  the 
corporate  average. 

4.  Also  look  for  significant  differences  in 
corporate  trends  when  compared  with  the 
industry. 
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5.  An  example:  Current  Ratio  Trend  Analysis 


C.  Cash  Flow  Analysis 

1.  Analyze  the  corporation's  current  balance 
sheet  and  income  statement  for  operating  cash 
inflows  and  outflows. 

2.  Determine  the  net  operating  cash  flow  (posi- 
tive or  negative) . 

3.  Determine  the  trend  of  net  operating  cash 
flow  for  past  five  years. 

4.  A minimum  cash  flow  to  fixed  charges  of  1 to  1 
is  desired. 

D.  Funds  Flow  Analysis 

1.  Obtain  the  corporation's  statement  of  changes 
in  financial  position. 

2.  Analyze  the  changes  in  all  the  asset  and 
liability  accounts. 

3 . Determine  what  caused  the  change  in  the 
firm's  working  capital  position. 

4.  Determine  the  amount  of  capital  derived  from 
sale  of  equity  and/or  long-term  debt  and  what 
use  was  made  of  these  funds. 
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Ill . Financial  Forecasting  Tools 


Projecting  the  future  financial  position  of  the 
corporation  is  important  in  that  it  can  reduce  financial 
surprises,  anticipate  upcoming  corporate  financial  needs, 
and  assess  the  firm's  future  financial  capability.  As  a 
minimum,  the  analyst  should  analyze  the  following  three 
types  of  forecasts: 

A.  Sales  Forecast 

1.  Obtain  a sales  forecast  from  the  corporation. 

2.  Verify  for  validity  by  comparing  firm's 
forecast  with  independent  investment  advisory 
services'  forecasts.  Use  Value  Line's  sales 
forecast  for  comparison. 


B.  Cash  Flow  Forecast 

1.  Obtain  a cash  flow  forecast  from  the  corpora- 
tion. 

2.  Analyze  the  expected  cash  inflows  with  the 
expected  cash  outflows  to  determine  the 
expected  net  operating  cash  flow. 

3.  Determine  the  amount  of  the  firm's  financial 
requirements  to  perform  the  contract. 

4.  Determine  if  the  firm  has  the  capability  to 
generate  any  external  financing  to  meet  an 
expected  negative  cash  flow. 

5.  Perform  a cash  flow  forecast  analysis  for  the 
expected  life  of  the  contract. 


C.  Pro  Forma  Financial  Statements 


1.  Obtain  a projected  income  statement  and  pro- 
jected balance  sheet  from  the  corporation. 

2.  Verify  for  validity  by  comparing  the  firm's 
projections  witn  independent  investment 
advisory  services'  forecasts.  Use  Value 
Line's  key  projections  for  comparison. 
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Perforin  a ratio  analysis  for  these  statements 

Perform  a trend  analysis  for  these  ratios 
by  plotting  them  on  the  graphs  constructed  in 
Section  II-B  of  this  checklist. 

Analyze  the  projected  results  to  determine 
the  future  financial  strength  of  the  corpora- 
tion. 


Coroorate  Financial  Policy 


The  analyst  should  be  aware  of  the  corporation's 
financial  policies.  In  particular,  the  analyst  should 
obtain  the  corporation's  policies  on: 

A.  Capital  Budgeting 

1.  What  method  is  used  to  rank  projects  (i.e., 
IRR,  NPV,  etc.)? 

2.  What  is  the  effect  on  DOD  contracts  if  the 
economic  ranking  is  reordered  by  corporate 
objectives? 


Capital  Structure 

1.  Reference  the  leverage  ratios  (II. A. 2)  and 
use  trend  analysis  to  get  a picture  of  the 
firm's  capital  structure. 

2.  Ascertain  the  firm's  plans  to  maintain  or 
adjust  capital  structure  during  the  life  of 
the  contract. 


Capital  Investment 


The  analyst  should  find  out  the  source  of 
capital  for  new  investment,  and  determine  if 
that  particular  source  coincides  with  stated 
plans  for  capital  structure. 

Monitor  the  cost  of  each  source  of  capital 
for  the  firm,  and  compare  it  to  other  firms 
in  the  industry. 


policy 


1.  Analyze  the  impact  of  past  changes  in  dividend 
policy. 

2.  iMonitor  the  effect  on  retained  earnings,  and 
the  firm's  ability  to  raise  equity  capital 
through  the  sale  of  common  stock. 


V.  Past  Performance  on  Government  Contracts 

The  analyst  should  evaluate  the  corporation's 
past  financial  performance  on  governm.ent  contracts. 

A.  Analyze  all  past  cost  over-/underruns . 

B.  Determine  reasons  for  these  cost  over-/underruns . 

C.  Attempt  to  identify  those  portions  of  cost  over-/ 
underruns  that  corporate  management  had  direct 
control  over.  For  example,  management  cannot 
control  inflation,  Government  induced  engineer- 
ing changes,  etc. 

D.  Attempt  to  evaluate  management's  ability  to 
operate  on  a financially  effective  basis. 


NOTES 

1.  En' ure  that  all  financial  information  obtained 
has  been  verified  for  reliability. 

2.  This  analysis  checklist  is  an  aid  in  making  a 
judgment  decision,  but  it  is  not  a substitute  for  judgm.ent. 
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CHAPTER  V 


SUMMARY,  CONCLUSIONS,  AND  RECOMMENDATIONS 
Sununary 

The  purpose  of  this  research  was  to  develop  an 
approach  to  financial  analysis  to  be  followed  during  source 
selection.  Several  factors  have  been  cited  to  point  out 
the  need  for  such  a procedure.  Among  those  factors  were 
the  number  of  different  agencies  that  may  perform  financial 
analysis.  For  example,  the  analysis  may  be  performed  by 
the  SPO,  DCASO,  or  AFPRO.  The  number  of  agencies  may 
cause  repetition,  or  they  may  use  different  procedures  and 
assumptions  that  make  the  output  of  one  organization 
unusable  by  another.  Another  factor  cited  was  the  size  of 
the  defense  budget.  It  was  shown  that  the  purchasing  power 
of  the  defense  budget  is  decreasing.  The  drop  in  purchasing 
power  increases  the  importance  of  proper  management  of 
funds,  not  only  by  DOD,  but  also  by  prospective  DOD  con- 
tractors. The  DOD  cannot  afford  to  award  a contract  to  a 
contractor  that  is  not  financially  capable.  The  objectives 
of  the  acquisition  process  were  also  mentioned  as  important 
reasons  for  financial  analysis.  DOD  is  not  only  interested 
in  purchasing  the  best  weapon  system  at  a fair  price,  but 
it  is  also  interested  in  maintaining  the  industrial  base 
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and  securing  as  many  socioeconomic  benefits  as  possible 
from  DOD  procurem.ents . These  benefits  will  not  accrue  if 
the  contractor  is  not  financially  viable. 

For  the  purpose  of  this  research,  the  aerospace 
industry  was  chosen  as  the  basis  for  the  financial  analysis 
model  developed.  It  was  shown  that  the  aerospace  industry 
is  not  as  financially  strong  as  may  be  desired.  Problems 
within  the  industry  are  many.  Although  military  sales  are 
on  the  upswing,  commercial  sales,  which  are  the  greater 
profit  maker,  are  lagging.  Development  of  the  "jumbo 
jets"  was  expensive,  and  actual  sales  have  not  met  fore- 
cast sales.  Changes  in  the  DISC  tax  laws  were  mentioned 
for  their  effect  on  corporate  income.  The  net  effect  of 
the  problems  mentioned  was  that  many  aerospace  firms  are 
facing  greater  financial  problems. 

It  was  emphasized  that  DOD  guidance  on  performing 
financial  analysis  is  not  specific.  .Most  of  the  guidance 
provided  is  contained  in  ASPR.  Section  1 of  ASPR  requires 
t.hat  determination  of  contractor  financial  capability  be 
one  of  the  milestones  of  advanced  procurement  planning. 
Appendix  E gives  some  specifics  on  what  information  is  to 
be  collected  (i.e.,  financial  statements  of  the  contractor). 
Additional  general  instruction  is  provided  in  0MB  Circular 
A- 109  which  directs  t.hat  financial  capability  be  a factor 
in  contractor  selection.  The  importance  of  financial 
analysis  is  further  emphasized  by  DOD  retention  of  LMI  to 

107 


study  contractor  financial  capability  (Project  75-11) . 

This  project  was  initiated  in  the  fall  of  1975,  and  as  of 
May,  1977,  results  of  the  study  were  not  known. 

This  research  was  guided  by  two  research  questions. 
(1)  What  specific  information  and  financial  techniques  will 
be  most  useful  to  evaluate  the  financial  capability  of  an 
aerospace  contractor?,  and  (2)  how  can  this  information 
be  combined  to  form  an  approach  to  financial  analysis 
applicable  to  aerospace  corporations?  The  method  of 
research  was  to  review  applicable  literature  on  the  tools 
and  techniques  of  financial  analysis.  In  some  instances 
this  information  was  available  on  a particular  industry 
(railroads,  utilities,  etc.),  but  this  was  not  the  case 
for  the  aerospace  industry.  Consequently,  judgment  was 
exercised  by  the  researchers  as  to  the  inclusion  and 
exclusion  of  a particular  technique.  However,  because  a 
particular  technique  did  not  appear  was  not  to  denigrate 
that  method,  but  rather  to  say  that,  in  general,  the  method 
was  not  needed.  The  analyst  was  cautioned  that  he  should 
use  whatever  is  necessary  in  a specific  situation. 

Five  specific  areas  were  reviewed  to  answer  the 
first  research  question.  The  five  areas  were:  (1)  sources 

of  financial  information,  (2)  tools  and  techniques  of 
financial  analysis,  (3)  financial  forecasting  techniques, 

(4)  corporate  financial  policy,  and  (5)  prior  performance 
on  government  contracts. 


108 


r 


Sources  of  financial  information  were  subdivided 
into:  (1)  corporate  financial  statements,  (2)  investment 

advisory  service  reports,  (3)  creditor  reports,  and 
(4)  business  and  aerospace  publications.  Each  source  of 
information  was  discussed  in  detail  with  particular  atten- 
tion paid  to  the  corporate  annual  reports.  Each  of  the 
four  statements  which  make  up  the  corporate  annual  report 
(balance  sheet,  income  statement,  statement  of  retained 
earnings,  and  statement  of  changes  in  financial  position) 
received  an  extensive  treatment.  The  analyst  was  cautioned 
to  cross-check  the  corporate  reports  with  external  sources 
of  information.  It  was  emphasized  that  many  external 
sources  are  provided  free  through  public  libraries;  how- 
ever, individualized  reports  can  be  purchased  from  such 
services  as  Compustat . 

The  second  area  to  be  investigated  dealt  with  the 
tools  of  financial  analysis.  Among  the  tools  discussed 
were  ratio  analysis,  trend  analysis,  cash  flow  analysis, 
and  fund  flow  analysis.  Ratio  Analysis  covered  four 
groups  of  financial  ratios  (liquidity,  leverage,  effi- 
ciency and  profitability  ratios) . The  researchers  indi- 
cated three  ratios  in  each  group  that  are  important  to  the 
financial  analyst.  Trend  analysis  introduced  the  importance 
of  time  to  the  analysis  of  financial  ratios.  By  plotting 
a financial  ratio  with  respect  to  time,  the  analyst  has  a 
visual  display  of  how  the  ratio  has  changed.  It  was  also 
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emphasized  that  a financial  ratio  should  be  compared  to  the 
industry  average.  These  averages  are  provided  along  with 
the  twelve  ratios  identified. 

Flow  analysis  was  introduced  with  an  examination  of 
the  movement  of  cash  in  and  out  of  the  organization.  Cash 
flow  was  examined  with  respect  to  the  firm's  ability  to 
meet  fixed  charges.  Funds  flow  analysis  covered  a broader 
area  than  cash  flow  analysis.  Whereas  cash  flow  analysis 
examined  only  cash  movement,  in  funds  flow  analysis  the 
researchers  examined  the  movement  of  all  assets.  The 
analyst  was  reminded  that  the  importance  of  funds  flow 
analysis  was  that  it  allows  the  analyst  to  examine  the 
impact  and  quality  of  management  decisions. 

The  third  area  investigated  was  financial  fore- 
casting. The  techniques  discussed  prior  to  financial  fore- 
casting were  concerned  with  past  and  current  performance. 
However,  it  was  emphasized  that  future  performance  is 
indeed  critical  in  judging  whether  the  firm  can  meet  con- 
tract requirements.  Financial  forecasting  techniques  were 
broken  into  sales  forecast,  cash  flow  forecast,  and  pro 
forma  financial  statements. 

The  sales  forecast  was  described  as  a key  element 
in  determining  future  performance.  The  firm  normally  plans 
to  operate  so  as  to  meet  anticipated  sales.  The  deviation 
of  actual  sales  from  forecast  sales  will  determine  the 
adequacy  or  inadequacy  of  cash  flows.  Cash  flow  forecasts 
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acconpany  the  sales  forecast.  Cash  flow  forecasts  were 
described  as  the  predictor  of  the  quantity  and  timing  of 
future  cash  movement.  It  was  emphasized  to  the  analyst 
that  deficiencies  in  one  or  both  of  these  forecasts  can 
cause  the  firm  to  over-  or  under-estimate  its  financial 
obligations . 

The  pro  forma  financial  statements  were  basically 
projections  of  the  firm's  current  financial  statement  given 
a proposed  set  of  transactions.  Although  all  the  financial 
statements  are  projected  forward,  it  was  emphasized  that 
the  balance  sheet  and  the  income  statement  are  the  most 
important  to  the  analyst.  Since  these  statements  are  pre- 
pared by  the  firm,  a potential  problem  was  pointed  out  to 
the  analyst  in  validating  the  information.  The  Value  Line 
Investment  Survey  was  mentioned  as  a source  of  information 
to  help  validate  the  firm's  pro  forma  statements. 

The  fourth  major  area  reviewed  for  inputs  to  the 
model  was  corporate  financial  policy.  Corporate  financial 
policy  was  subdivided  into  the  following  categories: 

(1)  capital  budgeting,  (2)  capital  structure,  (3)  capital 
investment,  and  (4)  dividend  policy.  Capital  budgeting  is 
concerned  with  how  the  firm  determines  which  projects  will 
be  accepted.  Several  methods  were  mentioned  to  make  this 
determination  such  as  the  payback  method,  or  the  internal 
rate  of  return.  The  analyst  was  made  aware  of  how  these 
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, techniques  work,  and  the  importance  of  reconciling  an 

^ economic  technique  with  the  firm's  objectives. 

j In  the  capital  structure  section,  the  analyst  was 

made  aware  of  the  importance  of  the  firm's  debt  to  equity 
mixture.  It  was  pointed  out  that  many  firms  in  the  aero- 

■ 

j space  industry  have  relatively  high  debt  to  equity  ratios 

I and  that  this  affects  their  ability  to  obtain  further 

financing.  Capital  investment  emphasized  how  much  the 
firm  was  willing  to  invest.  It  was  shown  that  many  firms 

in  the  industry  are  light  investors  because  of  the  unique 

capital  expenditures  required  in  some  DOD  contracts.  The 
analyst  was  appraised  of  the  "Profit  76"  study  which  hopes 
to  promote  more  capital  spending  by  making  the  imputed  cost 
of  capital  a factor  in  determining  the  contractor's  profit. 

The  analyst  was  cautioned  to  examine  a contractor's 
increases  in  capital  spending  for  the  effect  on  cash  flow. 

The  final  area  discussed  as  part  of  corporate 
policy  was  dividend  policy.  Dividend  policy  is  the  deter- 
mination of  how  much  of  retained  earnings  will  be  returned 
to  stockholders,  and  what  form  the  dividend  will  take. 

The  researchers  recommended  that  dividend  policy  only  be 
analyzed  if  a change  in  the  policy  is  anticipated.  If 
dividend  policy  is  analyzed,  then  the  emphasis  should  be 

placed  on  how  any  change  in  the  mix  of  stockholders  will  ,| 

affect  the  firm's  ability  to  raise  equity  capital. 
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Prior  performance  was  the  final  area  discussed  for 
inclusion  in  the  model.  The  emphasis  in  this  section  was 
to  break  down  financial  past  performance  (defined  as  cost 


over/underruns)  and  isolate  the  effect  of  financial  man- 
agement from  inflation  and  other  factors.  It  was  stressed 
that  this  task  will  be  a tedious  one  because  of  anticipated 
problems  with  data  collection  and  collation. 

The  second  research  question  is  answered  in 
Chapter  IV  of  the  thesis.  The  researchers'  objective  was 
to  combine  the  information  in  Chapter  III  into  a checklist- 
type  model.  This  checklist  is  intended  to  be  one  the 
analyst  can  follow  m.uch  as  a pilot  follows  a flight  check- 
list in  an  aircraft.  Again,  it  is  emphasized  that  any  par- 
ticular technique  not  included  in  the  checklist  should  be 
used  if  the  analyse  feels  it  is  necessary. 

Conclusions 

The  tools  and  techniques  of  financial  analysis 
identified  in  Chapter  III  were  selected  to  meet  the  needs 
of  the  aerospace  industry  financial  analyst.  In  Chapter 
IV,  these  elements  were  combined  to  form  a checklist  which 
can  be  followed  when  performing  a financial  analysis.  The 
researchers  believe  that  this  checklist  will  benefit  the 
DOD  analyst  as  he  examines  a prospective  contractor.  The 
checklist  presents  an  orderly  approach  to  an  analysis,  a.nd 
an  approach  that  lends  itself  to  m.aking  and  justifying 
a decision  as  to  the  financial  capability  of  a firm. 
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The  researchers  realize  that  financial  capability 
of  a firm  is  not  the  only  factor  in  the  award  decision. 
There  will  be  times  when  an  award  is  made,  regardless  of 
the  contractor's  financial  capability.  Even  in  these 
situations,  the  financial  analysis  checklist  can  be  of  use. 
If  the  financial  weaknesses  of  the  contractor  are  high- 
lighted, then  advance  planning  by  the  Government  can  lessen 
the  impact  of  these  deficiencies. 

Recommendations 

The  researchers  believe  that  further  study  should 
be  devoted  to  the  computerized  investor  services  currently 
in  existence  in  the  private  sector.  This  area  should  be 
investigated  to  determine  if  the  services  provided  are 
beneficial  on  a cost  basis.  If  not,  consideration  should 
be  given  to  DOD  developing  its  own  computerized  financial 
analysis  system. 

The  researchers  also  believe  that  further  study 
should  be  directed  towards  determining  the  short-  and 
long-term  effects  of  the  proposals  in  the  Profit  76  study. 
Specifically,  the  proposal  to  incentivize  the  contractor 
to  purchase  new  plants  and  equipment  merits  study.  Such 
a proposal  will  have  an  impact  on  the  capital  structure  of 
the  aerospace  firm  and  industry. 

The  final  recommendation  for  further  research  is 
in  the  area  of  contractor  past  performance.  It  is  the 
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opinion  of  the  researchers  that,  intentionally  or  unin- 
tentionally, past  performance  has  been  deemphasized  by 
DOD.  The  focus  of  this  research  should  be  on  whether  past 
performance  has  been  deemphasized,  if  past  performance  is 
an  important  financial  indicator,  and  how  to  make  past 
performance  more  meaningful  during  source  selection. 


APPENDIX  A 
FINANCIAL  STATEMENTS 
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(Source:  24) 


LOCKHEED  AIRCRAFT  CORPORATION 
CONSOUDATED  STATEMENT  OF  EARNINGS 


(DoUifs  in  millions  except  per-share  data) 


Sales 

Costs  and  expenses 
Program  profit  ii) 

Interest  and  other  jicome 

Interest  expense  (S15.2  million  »>mp  in  1976  and  SI3A  million  ;n  1975  as  a 
result  of  reduction  in  interest  rate.  Note  8) 

Eatmngi  before  income  taxes 

Provision  for  income  txxes  iNote  6) 

Net  earrungs  for  the  vear  (Notes  2 and  13) 

Preferred  stock  - dividend  requirement  and  provision  for  redemption  value 
Net  ea/Rings  applicable  to  Common  Stock 
Earrun|S  per  share  of  Common  Stock  (Note  10): 

Primary 
Fully  diluted 

(a)  TnSiar  and  Other  Program  profit  (loss) 


Sales 

Costs  and  expenses 
Program  proHt 

See  Note  2 for  accounting  for  the  TriStar  program 


December 

26.1976 

December 

28.  1975 

S3,:o:.7 

S3.387.2 

3.068: 

3.2399 

134.5 

147.3 

13.: 

10.4 

147.7 

157.7 

54.3 

67,5 

93.4 

9o: 

54.7 

44,9 

38.7 

45  3 

(1.1) 

S_^7^ 

5 45  3 

1226 

TriStar  Other  Total 

S A3 1 S:.T7:  S3.203 
556  :.S12  3.068 


S 3 !0  S 3 S6 

S :.S0  S 3 49 


Tr.Star  Other  Total 

S 559  S:.S;8  53,387 
653  :.537  3.:4Q 


$(I25)S  260  S 135  5 (94)  S 241  S 147 


(Source:  24) 
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LOCKHEED  AIRCRAFT  CORPORATION 
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CONSOLIDATED  STATEMENT  OF  Sa\R£HOLDERS'  EQUrTY 


(Dollars  in  millions) 


S9.50 

Senior 

Preferred 

Stock 

Common 

Stock 

Additional 

Capital 

Retained 

Earnings 

(Deficit) 

At  December  29,  1974 

SII.4 

S79.0 

S163.91 

Fair  valje  of  warrants  issued 

3i 

Net  earrungs 

45.3 

At  Decerr.oer  28,  1975 

11.4 

s:.5 

(18.6) 

Issuance  of  S9.50  Senior  Preferred 
Stock 

S47.I 

Fair  value  of  warrants  issued 

5.6 

Provision  for  preferred  stock 
redemption  value 

.3 

(-3) 

Net  eamir.gs 

38.7 

At  December  26,  19^6 
(Notes  2,  3,0  and  13) 

S47.4 

S11.4 

S88.1 

5 19  8 

(Source:  24) 
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LOCKHEED  AIRCILLFT  CORPORATION 

consolidated  statement  of  CILANCES  in  FINANCUL  POSITION 


IDolIon  in  miUion&) 


Year  Ended 


December  December 


26.  1976 

28.  1975 

SOURCE  OF  WORKING  CAPITAL: 
Operations: 

Net  eammjs  for  the  year 

S 38.7 

S 45J 

Add  charges  against  earnings  not  involving  vvorlung  capital; 

Depreciation  and  imonizaiion  of  plant  and  equipment 

39.5 

39  8 

A^nortization  of  TriStir  initial  planning  and  tooling  and  unrecovered 

production  stiit-up  costs 

50,0 

47: 

Other 

(8,5) 

80 

119  7 

140.4 

Issuance  of  preferred  stock 

47.1 

Fair  value  of  warrants  issued 

5.6 

3 5 

Current  portion  of  furure  ta.x  benefit 

9.1 

55.5 

181.5 

199.4 

•APPLICATION  OF  WORXI.NC  CAPITAL; 

Additions  to  property,  plant,  and  equipnem 

33  0 

39  4 

Reduction  oflong-term  debt 

05 1.8 

18.7 

Other 

8.5 

58 

:93.3 

63  9 

LNCREASE  (DECREASE)  IN  WORKING  CAPITAL 

S/III.8) 

S 135.5 

CHANCE  IN  COMPONENTS  OF  WORKING  CAPITAL. 
Increases  (decreases)  in  current  assets; 

Cash 

5 119.: 

5 (63.9) 

Accounts  receivable 

(lAO) 

34.9 

Inventories 

17,9 

443 

Future  tax  benefits 

(93.0) 

3.3 

Deferred  tax  charges  and  prepaid  expenses 

(7.7) 

194 

Total  increase  in  current  assets 

::,4 

38.5 

Increases  (decreases)  in  current  Uabdioes: 

Accounts  payable 

C9.7) 

1404) 

Customers'  advances  in  excess  of  related  costs 

97.1 

■ (49  3) 

Accrued  expenses  and  other  liabilities 

18  4 

(9.:) 

Current  portion  of  long-term  debt 

93.4 

19 

Total  increase  (decrease)  in  current  liabiliuei 

184.: 

(O-O) 

LNCREASE  (DECREASE)  LN  WORKLNG  CAPITAL 

5(111.8) 

S 135.5 

fi 

h 

V. 

I! 

i: 

I: 


(Source:  24) 
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APPENDIX  B 

AEROSPACE  INDUSTRY  REPORTS 


4 


Manufacturing 
& Construction 


(Jm  ti 

tm*  n * v><an» 

nwnwiu 

C»niit 

#ftfa 

t« 

cwr««< 

»flt 

««« 

w>«« 

■n  <M 

M M >«tt 

•«m  uv<»> 

rM 

nt««  <• 

U«f4'« 

Mil 

HM 

uiM  r« 
<J>> 

Am 

>VIM 

R«t 

U't« 

:» 

i«».«‘VT 

rh*4 

l<Mn  t* 
Ml 

Mitt 

Carfinl 
4«9t  t» 
tMt<ait 
att 
•WUI 

T«U< 
•cM  it 
U»l^a<a 

Mt 

•VA 

«MI|  la 

tt  a*4  Cw'^l  *»t 

MMIa  v«rw«| 
o>i«i  <>a.rM 

r»« 

^ rtm 

^ n«4 

taM 

ttt  ^ 

2373-74-7S-7'> 

J.14 

123 

21.44 

5»27 

5 1ft 

3 55 

23 

ll.l 

11.9 

37.1 

48.9 

33  9 

1$  1 

s a 

A^ncuJturM  Che*nrc»4s 

2.21 

909 

13.33 

n.n 

3.57 

3 2/ 

» 

19 

92.4 

S1.2 

117.9 

72,1 

137  9 

31.9 

W»J1 

1 ^ 

? ^ 

M U 

19  U 

: 15 

4 Cl 

ftl 

6S 

572 

103.2 

17?  3 

143.1 

2U  2 

122  9 

w S?Z4«Z3  Aifoijnc  Psos 

ft 

i;  92 

25  ft! 

4 ?/ 

5 IZ 

4( 

7.1 

25  2 

J2.ft 

60.9 

51-0 

4 Ace«9>on«« 

2J1 

4.50 

11.73 

16.49 

2.:o 

3.94 

52 

4.1 

4«9 

S9.S 

116.8 

95.2 

92.1 

54  3 

(6dt 

( ;; 

1.43 

5 41 

ft  29 

1.79 

2 67 

s5 

32 

71.4 

102.2 

202  2 

125  2 

12!  7 

74  0 

1 *52 

i.3Z 

2.U 

12.35 

jft.Jl 

a ^ 

27. -0 

.3 

1j  a 

5)  3 

22.0 

4ft  d 

35  9 

1 1 .s  ^ 

dutry  Products 

\.:2 

1.47 

3.77 

19.31 

4.73 

I4.S4 

24 

24.5 

72.0 

49.S 

76  4 

77.1 

181.9 

S2.3 

fV) 

: !< 

0 51 

3 04 

7.01 

3SS 

7 31 

25 

IS  2 

59  7 

71.3 

159.1 

138  0 

240  5 

172  3 

3.112-13-15-14-I7  e:j*t 

7 53 

729 

21  42 

52.23 

3 43 

7 U 

31 

j 5 

52  1 

33  6 

59  0 

72.8 

75.0 

37.1 

Pn/n«c<5.  Srcef  Wki.  & 

2.M 

1.13 

is.n 

35.39 

2.10 

S.SS 

39 

7.1 

78.6 

49.4 

75.3 

IS  0 

99  ft 

82.3 

'61 1 

1 •'< 

• ■>; 

13  «3 

22  9 3 

2 ?9 

4 42 

43 

40 

94  5 

70  2 

tCl  5 

!14  1 

i59  5 

57  3 

2331  8^u)««  ^ 

2 -a 

2 :4 

13.<:5 

27. 19 

12  :i 

U25 

20 

15.4 

4.0 

64  3 

79.1 

51.8 

114  2 

3 2 

Ws«n«n  s wi  M ssts' 

1.74 

1.12 

12.43 

14  49 

7.42 

19.37 

31 

10.9 

9.6 

U.S 

IS3.S 

96.2 

1S4.S 

::.o 

rvi 

» » 

e 54 

4C3 

9.71 

1 54 

5 87 

50 

5 2 

241 

115  4 

250  9 

139  6 

272. ! 

^ 2 

273102  evOMA;  Pgatisn* 

3 H 

7 33 

(ft  <A 

22.53 

i.32 

4 52 

4ft 

62 

11.3 

25  5 

46  7 

57  5 

47  4 

7.4  ■ 

& Prin(ir^2 

2.23 

4 C2 

13.11 

t9.il 

2.9! 

7.S9 

62 

3.S 

33J 

46.0 

«.o 

73.4 

83.7 

24.1 

(35» 

Z'A 

2 ?I 

5 i! 

9 09 

1 73 

2 03 

;; 

29 

S4  3 

735 

135  5 

190  5 

146  9 

<2.7 

211 1 BfCAd  iVoM^n 

404 

5 i3 

:j 

23  54 

3.23 

5 lid 

3ft 

9.4 

36.9 

16.9 

54  3 

53.5 

43  : 

21.4 

faC.'ica.  Cotton 

3.12 

9.42 

1.49 

lO.fiO 

2.61 

9.64 

S3 

1.0 

S0.3 

33.7 

13.6 

74.6 

64J 

4S  7 

fSAl 

??5 

1 M 

3 17 

4 28 

2C^ 

3 C4 

C( 

♦ 

54  9 

5(0 

U4.7 

58.1 

57  S 

2C32-33'3A.33-37  38 

2 U 

5.34 

Si 

35  SI 

6. '99 

12.07 

15 

7.7 

41.4 

43.0 

84  3 

78  5 

ftS.3 

22.6 

C-'^r-d  i Pftiers^ 

t.;s 

3.1S 

• 4 03 

2U1 

4.43 

6 U 

24 

SO 

S1.7 

79J 

117.S 

129  3 

17.9 

44  4 

Ptit*  & V«C3'V 

f78> 

1 ':i 

1 53 

7 72 

11  15 

3 32 

< 92 

2ft 

7 

89  4 

1651 

240  4 

2:5  7 

172  3 

90  7 

2731  Comf?:?fC.al 

3 4C 

4 5! 

14  aD 

27  93 

5 20 

3.43 

3i 

•• 

41. ft 

21.0 

57.9 

•• 

•* 

15.3 

PrM'linj  e«cc9t  Utt'O* 

2.73 

i:a 

1S3 

1S.79 

3.92 

S.O 

44 

•• 

60  1 

47.1 

3S.9 

•• 

•• 

53.3 

# *3C*’'C 

f741 

1 53 

1 7? 

4 !4 

9 £2 

2 94 

4 33 

59 

•• 

90.  ft 

86.5 

i:s  3 

•• 

•• 

119  4 

2uCl  62  Coi?*-'^unic^ 

3 43 

1.12 

ij  i; 

23  SJ 

4 35 

4 67 

49 

ft  0 

22J 

33.1 

54.1 

el  } 

Sti 

23.4 

(kv«i  CQU(prTi«n{ 

2.44 

4 JJ 

1 .Ca 

14.71 

3.CS 

3.S9 

U 

4.S 

aj 

83.1 

in  3 

73.; 

5:.7 

SO  2 

(7?) 

» 53 

! 78 

* ;i 

5 33 

2 !1 

2 7/ 

3& 

5 

64  V 

105  2 

Mi  i 

99  9 

15?  * 

73  2 

3271  72-73-7i.75  Ccn* 

3 :a 

5 ;i 

i4.n 

3ft. /3 

3 U 

H.;3 

34 

15.9 

ij.l 

iS  2 

4e.  I 

39  0 

■ ii 

J2.9 

Cr**».  G/0*um  & 

2 22 

3.13 

7.91 

13  U 

2.45 

S.  75 

A5 

3 5 

84.3 

443 

11. S 

61.9 

132.6 

a s 

!S51 

; -5 

1 Vi 

3 ftl 

19  31 

1.53 

1 C4 

53 

50 

50.2 

91  ■) 

!33  3 

9?  2 

255  5 

IJ»  : 

2^.*o5-66*67  Confec- 

3 31 

4o; 

u.:o 

23  :j 

5 42 

i(.« 

u 

99 

35.ft 

24  t 

35  6 

65  5 

52  5 

n » 

f:c'iery  4 Re'sted 

2 23 

lU 

:.C3 

13  U 

3.SS 

ft.M 

23 

7.S 

SL9 

39  S 

S3  3 

K0.4 

75.3 

23.9 

P'Oducti 

'401 

1 33 

0 y 

r 23 

2.15 

2 73 

4« 

42 

5 1 

67  5 

67  2 

(31.4 

ns  8 

124  $ 

54  S 

3531  3203-34.35  36-37 

3 C4 

ft  (A 

15.71 

23  13 

: li 

5 j] 

43 

ft  5 

24.1 

40.< 

97  4 

7s  3 

54  3 

33  2 

Cc.’St  . M»h  i Hjnaimj 

2.1! 

3.73 

12.1ft 

IS  42 

3 45 

4 It 

II 

9.1 

45.9 

571 

114  2 

ss.o 

80.2 

49  0 

’■  ?~V'o> 

1 51 

1 «ft 

3 ?3 

1 *7 

' li 

2 7? 

n 

2 S 

65  3 

100.6 

tS6  5 

123  9 

117  $ 

74  0 

26--1.42  42-4f..:b  4;wt9. 

j.S» 

5 11 

17  33 

39  i2 

4 49 

/ S> 

33 

9 5 

301 

23  7 

53.1 

ftO.3 

61  5 

15  9 

4'7  Cervtd  Piy^f  & 

2.J3 

3.77 

13. S3 

tft.M 

3 34 

4 5ft 

43 

t.9 

91  6 

43  7 

73.3 

91. 1 

77.1 

3S  S 

0.*fP3ar<1 

f73) 

I 

2 13 

• 12 

12  57 

:,4; 

3 65 

53 

4 ft 

73  ^ 

73  9 

119  5 

111  9 

124.2 

65  7 

5421-23-25-25  Cjclary. 

3 >; 

5 35 

17. C5 

21.76 

3.93 

3.23 

j) 

5.3 

27.3 

25  3 

43  5 

74 : 

47  5 

14.3 

H.rnd  Tooti  2.  Ctnorsi 

2.13 

3 79 

ll.!4 

IS. SI 

2.1ft 

4 S3 

45 

4.3 

T)  1 

45.8 

13.1 

94.2 

73.7 

31.7 

'SCl 

1 ;-3 

2 V 

7 19 

1 95 

2C3 

3 15 

IS 

32 

ft  9 

73,4 

IV  9 

122  ft 

59  0 

597 

20;.V22*23-24:5 

204 

233 

14  53 

51  25 

IJlft 

22  9t 

19 

32.7 

42  2 

39  3 

73  5 

62. ft 

12o  1 

3 1 

C*«y  PraCyCtS  ^ 

t.«1 

1.23 

9 23 

24  C9 

7 *5 

29.79 

25 

220 

873 

69.3 

ICS. 9 

:37.2 

S'  6 

IC3» 

I :5 

14? 

2 *4 

10C9 

4 '}f 

12  23 

31 

It  0 

94  1 

114  1 

i«i,; 

I*7J 

323  9 

\IJ  ft 

• 3 4*j  Crr^s-TA  4, 

3 r3 

2 :j 

i;  v5 

Ift  12 

11  :i 

13  79 

32 

1ft  5 

2 S 

37  ft 

ftl  2 

18  5 

83  5 

4 9 

t.£3 

0 25 

3.91 

7.21 

7 42 

1 29 

41 

130 

S.O 

95.1 

U9  9 

:i.i 

ni  7 

19.4 

(981 

! i» 

0 :ft 

1.73 

2.15 

3 35 

4 a 

53 

ft  0 

233 

129  6 

?‘t5  0 

273  1 

6S  3 

I **  *4  rw4ri>««  twtft  fcJ  9*»«*  Mtd  »•*•»>«<•  r«0«r 

I / fo# 

i 

l 

[ (Source:  9) 
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ASsn  size 

NUM3EB  OF  STATEM£r;TS 

4>  . i 

MANUFACTURERS  OF-AIRCHAFT*  # 
PARTC-(cXCEPTENGIN£i;) 

31  STATfMfNTS 

ENDED  ON  OR  A64UT  JUNE  30.  1575 
' 32  STATEMENrS 

E.SDED  O.N  OR  AiOUT  CECEV.SER  31, 1D7S 

unoin  IIMM  • llOHMt  ,, 

It'.S  IH»I  lt5S7M»N  USJTMIN  *V, 

UlOM  t\KU  tlJMM  «50MM 

16  30  12  63 

ASSEfS 

% % 

% 

% 

Cith 

9.3 

6.7 

3.2 

4 4 

MtrkdabU  SaC'jritiat 

.6 

3 3 

.8 

1.5 

B«c*i>atila5  Nit 

34.9 

20  3 

25.8 

24  0 

Iflltnlory  r.'tt 

22.7 

41.6 

40.8 

40  5 

M Otbat  Cuirini 

3.0 

.5 

2 5 

1.9 

Total  Currant 

BOB 

72  4 

72.8 

22.3 

Fiiod  Asiiti  Mil 

33.S 

22.2 

24  7 

24  2 

All  Ottrar  NonXurrant 

6 9 

5.4 

2.5 

3.5 

Tout 

1000 

100.0 

1000 

100.0 

LlAeiUTI^S 

Ou»  To  Banks*-Short  Ttrm 

6.0 

6 9 

5 4 

5.8 

Ov«  To  Tudo 

113 

14.7 

11.6 

12.5 

Ificomo  7«i«s 

1.9 

2.4 

.8 

1.3 

Currvot  Moturitiei  LT  D«bl 

3.2 

2.1 

4 8 

4.0 

AH  Othtr  Cvrrtnt 

9.8 

11  8 

10.8 

11.0 

Toul  Cuf(«ftt  Cob! 

32  2 

37.9 

33.3 

34.2 

Ctbt  Unsub. 

16.6 

14.4 

24.8 

21.7 

Tout  UntubordindUO  0«bt 

48  8 

52  3 

58.2 

96.3 

SMbofdiAottd  Csbt 

1.7 

.5 

3.1 

2.3 

Too^fblo  Noi  WOMb 

49.S 

47.2 

38.8 

41.4 

Tout 

100.0 

100.0 

100  0 

100.0 

mCOMf  DATA 

Not  S«U« 

100.0 

1000 

100.0 

100.0 

Cofi  Of  Solos 

75.2 

74  7 

77.3 

78.4 

Gross  Front 

34.8 

25.3 

22.7 

23.8 

All  Otbor  Expsns«  Not 

19.6 

18.1 

18.4 

18.4 

frofit  Sitoro  Toxes 

5.2 

7.2 

4.3 

5.1 

ItATlOS 

1.6 

1.4 

1.1 

1.5 

Quick 

1.1 

,7 

.9 

.9 

.9 

.5 

7 

S 

3.3 

2.8 

1.3 

2.7 

Curront 

20 

1.9 

2.4 

1.9 

1.5 

1.4 

2.1 

1.4 

.3 

.3 

.4 

.4 

Fliod/Worth 

.6 

.5 

.5 

.6 

.1 

.7 

.7 

1.3 

.4 

.5 

.7 

.7 

Dobt/Wortb 

1.0 

12 

1.8 

13 

1.7 

3 2 

2.4 

2 7 

.4 

6 

.7 

.7 

Uosub.  Oobl/Copitil  Funds 

.9 

12 

1.5 

1.3 

1.6 

2 5 

2.0 

2.2 

30  12  0 

32  11.2 

38  10.0 

31  11.5 

Solos/Rocstvsbios 

40  9.0 

38  10  0 

SO  7.2 

38  9 5 

47  7.7 

53  69 

60  6.0 

53  6.8 

23  143 

RO  4 5 

64  4.3 

40  7.3 

Cost  So1os/lnvoAior> 

43  8.3 

120  3 0 

123  3 0 ICO  3.6 

69  5 2 

150  2 4 

ISO  2.4  1 

50  24 

16.2 

8 3 

4.9 

10  2 

Solos/V/orfcmp  Coprul 

9.5 

S.l 

3 8 

52 

6 1 

3.8 

2.7 

3 C 

7 7 

7 6 

7.0 

76 

SolosAVorth 

5 a 

4 4 

4 4 

4.4 

35 

3 3 

30 

2 t 

38  7 

44  C 

303 

3£  5 

\ Frohl  Bat  TAroiAVrtth 

360 

n 4 

72  9 

22  ? 

% PfoM  B#f  T*»«sAVrfth  26  0 0 4 22  9 22? 

I 17  5 6 & 17  1 1 1 0 


1 

1 190 

22  2 

14  3 

16  4 

6 Pjofit  Bet  Tita^Ao; 

AS'tlS  1 

1 13  0 

9 J 

104 

1 1 \ 

1 

1 9 6 

3 9 

7 6 

3 9 

flet  Scics 

(S) 

2B03IM 

lBt:90M 

4:99j9m 

67<  104)4 

Tct.ll  Aosuts 

($J 

9552NI 

mMcsm 

250S747/1 

3Sr-052r-^ 

M = thousand 

MM  ^ 5 m, li  on  (Source  : 4) 


AIRCRAFT  PARTS,  AND  GUIDED  MISSILE  AND  SPACE 
VEHICLE  SUE  ASSEMBLIES  (SIC  3722,  3723,  3729) 


I 


Snl«ra  Volume  Record  of  Total  Industry 


YWS 

DOLLAR  SALES 

IKDEX 

1948 

fo) 

— 

1953 

(b) 

— 

1S58 

4,110,947,000 

100.0 

1963 

4,676,355,000 

113.8 

1964 

5,095,555,000 

124.0 

Ratios  or  Percervta^-^es 
as  indicated  belov/ 

(1964) 

By  Size 
A 

'Jr.iJiif 

5C3 

of  -Assets  (in 

8 C 

MO  to  2.5C0  to 
2/.S9  9.S03 

tJiou-sancU 

D 

10,000  to 
49.9S9 

of  $) 
E 

50.0C0 
3rd  over 

fORTHE 

TOTAL 

inO'JSTRY 

Selected  Operating 

Factors 

(in  per  cunt  < 

o/  liet  Sales  J 

1.  Coil  of  Sales 

69.1 

71.4 

72.1 

81.9 

80.1 

79.6 

2.  Eseevttive  Salaries 

7.7 

2.9 

2,2 

.8 

.2 

.7 

3.  .Reir. 

1.5 

1.4 

1.0 

1.2 

1.0 

1.0 

A.  Repairs 

.2 

.6 

.8 

1.1 

1.7 

1.4 

S.  Bad  Debts 

• X 

W 

f 

• ▲ 

i 

(a) 

*1 

6.  Irtcrest 

.8 

1.1 

.8 

.7 

.4 

I -5 

7.  Ta«s  (Excl  fad  IncTax) 

2.G 

2.0 

2.7 

2.4 

2.4 

2.4 

S.  G»otri’>utiof»i 

(a) 

.1 

.1 

(a) 

.1 

,1 

S.  D«pr/DepI/Amortiz* 

3.1 

2.6 

2,5 

1.7 

2.5 

! 2.4 

ID.  Adv^rtijing 

.8 

.2 

.6 

.3 

.2 

.3 

11.  Peniiens  & BeMdtj 

.3 

.7 

1.2 

1.8 

2,3 

2,0 

12.  N*t  Profit  after  jne  Tax 

3.2 

3.3 

2.5 

1.6 

2.7 

2.6 

Selected  Financial  11 

iiiios  ( number 

of  limes 

1 ratio  is  to  1) 

1.1.  Currsni  RuKo 

l.G 

l.G 

2.2 

2,5 

2,6 

2.4 

M.  Qu'Ck.  Ratio 

1.1 

.8 

1,1 

1.4 

1.4 

1.4 

1".  Net  SJj  to  Uet  Wkg  CptI 

8.G 

9.2 

4.4 

3.5 

4.1 

4.2 

l!).  NatSls  to  Net  V/urtli 

5.2 

4.0 

3.0 

2.9 

3,0 

3.1 

17  £n irSnr i.-r>'  Turnover 

Co) 

(b) 

Co) 

(b) 

(b) 

5.6 

J's.  Tot  Llab  to  Net  Wortli 

1.4 

1.1 

1.1 

1.0 

.8 

.8 

Selected  Finnncinl  Factors 

(in  per 

cent) 

K'.  C\jrr  Li.'bto  Net  Wo.'th 

.94.7 

7C.0 

50.4 

57.1 

47,5 

51.0 

2-'  TO  Curr  Asretj 

31.9 

4G.0 

IS.O 

41.1 

44.6 

44.0 

2!  Net  Inc  to  Net  VJorih 

1G.7 

13.4 

7.7 

4.6 

8.1 

7.9 

12  p.€t  Earn^'to  Net  InC 

94.5 

99.3 

SS.l 

• 71.1 

49,0 

57.0 

larjesl  factor  (SOUTCe  ' 51) 


^ ^ ^ 9 * fs'm, 


{.  ^ 


1 
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A 


AlRCrtAIT  AND  TARTS,  AN!)  COMPLETK  C<R!)E!)  rvDS.^iLES 
AND  ST/i-CE  VEHICLES  (SIC  372,  1925) 


S.tU’s  V'i>luine  Ilcrord  of  Tot;iJ  Iiiiliislry 


YEAS 

DOLLAR  SALES 

l!:0£X 

1943 

1,525,562,000 

100.0 

1953 

9,009,071,000 

590.5 

1958 

12,730,080,000 

834.8 

1963 

14,671,330,000 

961. 7 

19C4 

16,527,270,000 

1,083.4 

Hatios  01  rcTCt-ntrtgi's 
as  inclic.itt'cl  litlow 
(1G34) 

Uy  Size  of  Assets  (in  /ii./ij.som/.s 

A B C 0 

Under  SCO  to  2.500  to  lO.CoO  to 

500  2,493  9.993  49,993 

of  S) 
E 

50,000 
and  over 

FOR  THE 
TOTAL 
INDUSTRY 

Sc'ec!t-<I  Operaliiig 

Factors  (in  per  cknt  oj  Ne!  Sales) 

1.  Cost  of  Sales 

69.8 

72.3 

74.2 

82,2 

80.3 

80.1 

2.  Executive  S.ilarits 

7.5 

2.9 

2.2 

.7 

.1 

,3 

3.  Re.it 

1.5 

1.3 

.9 

1.2 

.9 

1,0 

4.  Repairs 

.2 

.5 

.8 

1.3 

1.2 

1.2 

5.  RadDvbts 

.1 

.9 

,1 

,1 

.1 

.1 

6.  Interest 

.8 

1.2 

1.0 

.8 

.5 

.5 

7.  T.axes  (E\'c!  Fed  lacTaxl 

2.5 

2.4 

2.6 

2 5 

2.2 

2.3 

3.  CoiilriLiitiuus 

(a) 

.1 

,1 

(n) 

.1 

.1 

9.  Dcpr/Depl/Amortii* 

3.0 

2,7 

2.5 

1,7 

1.8 

l.S 

10.  .\d\eilising 

.7 

.2 

.6 

O 

• o 

.2 

.2 

1 1.  Pensions  i nenefits 

.3 

,7 

1,1 

l.S 

2.2 

2.1 

12.  Net  Profit  after  Inc  Ta.\ 

3.1 

2.8 

2,5 

1.9 

2.4 

2.4 

Selcclcd  Finanri.al  R.ilios  ( nunther 

<)/  times 

ratio  is  to  1) 

13.  Current  Ratio 

1.7 

1.4 

2.0 

2.4 

1.7 

1.7 

14.  Quick  Katin 

1.1 

.7 

1.1 

1,4 

.7 

.7 

15.  Set  S’.s  to  Net  U'kf;  CptI 

8.2 

9.4 

4.6 

3.6 

5.6 

5.D 

16.  Net  Sis  to  Net  Worth 

5.4 

4.0 

3.1 

2.9 

4.8 

4.6 

17.  Inventory  Turnover 

(b) 

(b) 

(b) 

(b) 

(Ij) 

4.4 

IS.  Tot  LiaL)  to  Net  \\  oiiVi 

4.4 

1.3 

1.2 

.9 

1.7 

1.6 

Selecteil  I'lr 

.Oi'.olcl 

F.iCtorS 

(In  per 

cent) 

10.  Ciirr  Liao  to  Net  \\  ortli 

95.5 

93.2 

68. 7 

56.0 

119.0 

112.0 

20.  Inv  to  CiuiT  Assets 

32.7 

51,5 

45.9 

40.  G 

60.7 

59.0 

21  .Net  Ine  to  Net  Worth 

J6.5 

n.2 

7,7 

5.6 

11.3 

lO.S 

22.  Ret  EaiiiL',s  to  Net  Itie 

94.5 

96.5 

88.8 

74.8 

CO. 2 

6.2.6  ' 

• Deprecintion  l?f|,esl  f.ACtor 

127 


(Source:  51) 


AIRCRAFT,  GUIDED  MISSILES  AND  SPACE  VEHICLES 
COMPLETELY  ASSEMBLED  (SIC  3721,  1525) 


Sales 

Volume  Record  of  Total 

Imlustry 

YEAR 

OOLIAK  SALES 

KIDLX 

1948 

(b) 

— 

1953 

(b) 

— 

1958 

8,625,133.000 

100.0 

1963 

9,995,035,000 

115,9 

1961 

11,431,715,000 

132,5 

Ratios  or  Percentages 
as  indicated  below 
( 1564 ) 


By  Size  of  iVssets  (in  tUousundi  oj  S') 

A B C 0 E fORTHE 

Under  500  to  2.5C0  to  lO.COOto  50.C00  TOTAL 

500  2.4S9  9.993  49.999  and  over  INDUSTRY 


Selected  Opernting 

Factors  (in  per  cent 

of  'Set  Soles)  1 

I. 

Co.st  of  Sales 

89.4 

77.2 

(b) 

82.8 

80,2 

80 

2. 

E.\ecutive  Salaries 

2.3 

3.0 

l.G 

.6 

.1 

3. 

Rent 

.9 

.9 

.3 

1.2 

.9 

4. 

Repairs 

.4 

.4 

.2 

1.8 

1.0 

1 

5. 

Bad  Debts 

(b) 

.4 

(P) 

. 1 

e. 

IllltlCSt 

.6 

l.G 

2.4 

.8 

,5 

7. 

Taxes  (Excl  Fed  Inc  Tax) 

1.6 

l.G 

2.1 

2.7 

2.2 

2 

8. 

Contributions 

(b) 

.2 

(b) 

(a) 

,1 

9. 

Depr/Depl/ Amort  iz* 

.8 

3.1 

2.8 

1.8 

1,5 

1 

10. 

Ad\'e.'-ti.sii)g 

(b) 

.4 

.6 

.4 

.1 

11. 

Pcn.sions  & Benefits 

Co) 

.5 

.4 

1.7 

2.2 

2 

12. 

Net  Profit  after  Inc  Tax 

(b) 

(b) 

1.9 

2.9 

2.3 

2 

.Selected  Financial  Ratios  (number 

of  times  ratio  is 

to  1) 

13. 

Current  Ratio 

3.7 

1.2 

1.2 

2,4 

1.5 

1 

14. 

Quick  Ratio 

1.9 

,4 

.8 

1.4 

.5 

15. 

Net  Sis  to  Net  Wkg  Cpfl 

3,4 

11.4 

9.3 

3.9 

6.5 

6 

16. 

Net  Sis  to  Net  Woith 

14.0 

3.9 

3.9 

2.8 

6,0 

5 

17. 

Inventory  Turnover 

(b) 

(b) 

(b) 

(b) 

(b) 

4 

18. 

Tcjt  Liab  to  Net  W orth 

5.6 

2.5 

3.5 

.8 

2.2 

2 

Selected  riiianeial 

Factors  (in  per 

cent ) 

19. 

Cun  Liab  to  Net  W orth 

151. G 

180.4 

218,4 

238. 1 

1G7.5 

163 

20. 

Inv  to  Cm  I Assets 

50.0 

67.2 

29.4 

39.3 

65. 8 

65 

21. 

Net  Inc  to  Net  Worth 

(b) 

(b) 

7.5 

8.2 

13.5 

13 

22. 

Ri  l Eariuts  to  Net  Inc 

03) 

Oj) 

100.0 

79.8 

64.8 

65 

^Depreciation  Inr^»csl  fTrt 

or 

(Source : 

51) 
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MANUrACrilRINC:  TRANSPOR  l ATlON  KOllll-MKNT,  KXCKIT  MOTOR  VICIIICI.KS: 
Aircraft,  guided  missiles,  and  parts 


20  (;uimii  liah  to  net  worlli  I'l  2 - - - 5>>  2 80  8 26  1 89  8 185  1 61  4 99  8 

21  li.vcntorv  lo  turr  49  0 27.8  49  4 54  J 41. J 4.1  2 41  9 40.5  54.7  48  4 49  2 

22  Net  iiicitfiie  to  net  worilt  3.7  - • 6.1  6.8  - 9.3  - 20.9  6 8 3 7 

2.1.  Kcl.iincil  iMtn  li>  not  inc  t6.l  • • 1000  91.4  • 84  7 • 92.5  96.8  12  9 
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APPENDIX  C 

INVESTMENT  ADVISORY  SERVICE  STOCK  REPORTS 
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defensa  to^fficts/  »n  j 5 Airc/'aft  rroducuon  i0%  lasor.  40"*.  #^iiO  ie«ci  govt  *uofl*oi  i 4-* 
7C98  trtciudt*  L-1011  TnSu^  iit*<r.9f.  C*130/'L-1CO  '7S  Ceof*c.  flj:*  5 4%.  Has  57500  trro'S. 
J87.5  transooi^w  S*3A  a<"d  ^-3  anc:»uom*rH«  wtria'a  44  550  invdafi  control  4is  o<  coorron 

_U0.a  i-i^  JttSiaf  H car^rj;*  ;*t  3 jiid*  Tridam  C^4.rfn30  fl.W  Maacn  Pr«v  L 0- ',f«cof- 

76«.4  and  PcM^con  m>u<‘94  4"«  4c»ng  sa:»i>>tas.  Also  poraito  Cahfom>a  Addrass  2555  N.  Hoilywcoc 
^al  intt«^-rj  .n  s-ntoDgi;s,r:3  a.io  e'^cvcr^ici  U S VVav  £uftj»nk,  California  91520. 

EamLajs  ajt  siill  on  % oo**nnwinj?.  The  or  nine  lower  than  in  ’T$.  While  the  ’“7 
impact  c:  lower  L-lOll  TnStar  deiiver.ee  was  schedule  caiLs  for  ten  planes,  the  coscar.v 
— 2—U  feic  thfoujaou;  scs;  cf  TS.  Mcfecvtr.  lai;  will  build  cnly  seven  since  three  represer.:  I 
i*i;7%7»  October.  Lockheed’s  barjis:  (1)  converted  cra/t  already  in  inventory. 

lh«re  U . hrigM  side!  In  'Te. 

40%  lerred  iss^e.  12)  n.^  interest  on  xooO  fM„4^  ^ • 


w— . .e_  -vj  - heed’s  overall  new  funded  orders  lota. eo  ^o..; 

ST“...  billion,  «.  S2.3  biliione  vear  earlier,  f.rin  1 

^ bocxiogs  Were  .<4.4  billinn  as  o:  !sst  Dec.  .lisl 

c*  Q'JUITAI  UiiJ  (I  ~4)  |M  c7|?  tv.T  which  ires  not  incluoe  $1.3  billion  01  r.ei"- 

«"•■».  11  )w»W4w.aii.cll!T.w  ir  lifted  but  unl'u.nded  work  such  es  the  $'iiO 

Ib^lUm  "nss  jSiT  123 ) sits  si  5;nl'°“  Mr^oncft'‘-rw‘r~^'nu  was  treated  as  million  Canedisn  paucl  plane  orser  and  the 

1974  715.7  3211  784  1 33;  2 j2'9  *|  * ?*5^**9^  7 56.!o  million  air  traJisc  control  contract  u. 

I37S  74M  115  7 3a,a  ,,,5j:|7a=oCTiuon  «5.urv..ents.  Lc<...nee<i3u..eredsd.  Saudi  Arabia.  This  base  of  de-^ense  busi-es. 

\VA  ‘JV  ° w.ll  continue  10  carrv  the  company  as  u ha, 

JSn_j?i  ei-7_y__  number  of  primary  , -ares.  For  13,,.  the  u„„„er.  althou.n  hJ  drrade  , 


,sT -7:jni.r.iT)l7!is|  -r^oVof  t^^nts  -al  P'*"*  °'="  ‘''■'I  ' i 

15.7  3211  >0*1  million  air  iraJlic  conl.-ol  comracl  ii. 

<7S  $75  7 3hJ.a  8J15  j:|?acomnion  «5-.ae.enta.  Lcc.neeo  su..ered  ad-  Saudi  Arabia.  This  base  of  de.^ense  busi-es. 

‘JV  ;•'?’  "D!  ‘^r‘-  “ ^ 'r  ? ‘h!  ».ll  continue  to  carrv  the  company  as  u ha, 

- ,..r.r,Trfc..«  ■■■,••■  of  pni^ry  s.-.aree.  For  13"  the  n,,  p„t.  However,  althouen  by  decade  > 

tu.^inCJ  7!>  Sf'ut  i*i7«.-i  incremental  liied  chartes  will  tspand  by  j t w.  _i*  • _ • . t ■ u t 

'u»  II  IwwM  ted  M Ow.nl  Tiu  arour.d  5!  10  1 share  4p.d  desoit*  stron?  end  Lockheed  a earnir|g  power  shou.d  on 

^ .nr.u.  ..iv  , an  upleot  which  would  support  a stoc<  price 

3J  ? J?  .,  i?'  ordf.-s.  a tur.her  eaa.me  mTr.3lar  above  its  ,«lnt  quote.  t.-e„ 

■*'  ■=•  IS*  prcduct.on  laee  belo-wj.  may  lead  to  an  over.  h.  .i,..  i„  m.rro. 

“ in  l«  all’- profit  contraction  to  $2.M  a share.  The  fPTmLVkw  fo’r?h/c^^^^^ 

??  ’1  1*  i'3  company  estimates  the  .aae  of  inilation  ac  „ 
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company  esti.msm  the  'us«  ot  tr.ilation  ac< 
countiri  rpetrodi  wo’jid  ha%e  added  $43  mil* 
lion  to  U.SC  >-eA.*’s  dep.>cu;ion  expense.  Theren 
fore,  .tpor.ed  eaminyi  but  not  ’*cssh  tlow” 
would  have  been  reduced  by  ^.30 1 share 

I.e-I0l  I are  way  down.  Last  yesr.  Lock* 
h*.«H  Ay  .e**^  tK  iri  ;r.»*e  w-aeotH-jv  tri--?iv. 
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LOCKHEED  AIRCRAFT  CORPORATION 


USTIQ  i»3icATt3  aiv  Mcmiymct  wAwct  M<m  yulq 

mSE  UC  — - 10  13-7 

SPECtU\TI\'E  GRADE.  ALTHOUGH  COM'-C.^GAL  AIRCRAFT  DE?-iANB  HAS  EASED,  MCLIT ARY  ACnvmES 
ARE  BENEr /T/.VC  FROM  HIGHER  DEF-.N5ESPE.VD/.VC. 


> m^mirr  n»m>a 
• AUOV«C«|  I 


I 

pM 

^rro 


r V- 1 3jT*g>  •»>  «ia  > n •><■»  a*  ; i ■?«;  >.  m4«  t i i 'i  T 

AO.i  ix  30  t’Ci  • -- , j | f f 1 


CAwmmnq^: 


(12/3a/75) 


(000) 

D«bt  bSdU.OOO 

Com.  & Sur>  75,3C0 

Drfvr.  & Suip.  15,7CO 

Tot*I  $004,000 

su($i)-n;isd.6io 


Qu.  3/31  6/30  9/30 

73c  0.31  0.39  0.13 

74f  0.34  0.7  5 0.54 

75  0.86  t25  1.06 

7S  0.92  0.94  0.75 

OlVlQtMOS:  RLvQBQ  I 

Lut  dif.  $0J10  p4id  12/8/69 


Lockh#«d  AircrsfC  manufactum  cb«  1^2011  TrSut,  Jh 
Sur  U,  4fld  iht  L-lOO  H«rcu]«s  for  cortr.creiil  aviatio.’L 
bliliury  aircraTc  includt  th»  C'lSO  Kfrtuirk  ViKinf, 
P'S  Ohon,  YC-141B  Sla/liftcr,  and  «h%  CS.\  GaUxy.  The 
bris&lM  and  spact  group  produco  A^cna  >p»«:t  ««b<cl«%  and 
Foatidoa  and  Tn’dant  biiliaftc  Oc.ntf  product  (> 

dud*  o«van2oin|  ahipa,  air  traffic  control  asd  radar  syv 


Un)s,  and  data  handlinf  daricva  and  undmea  ptbolaur* 
systems  Lockhrtd  aljo  p«rt'or7M  aircraft  mainUoanc*  and 
fualini  MTTicti  and  (urmahM  cntinwriny  tcnncY.  Sain 
breakdown  in  1975  approximatad  64%  U.S,  Cotemmint, 
23%  commweial  and  13%  fom?o  governmanL  In  fbcii 
2976,  Comoifty  rank^  aecond  amonf  U.S  eonsactonin 
uin  to  tb«  Dtfena*  DepartmeaU 


Lockbnd*s  nai  Incomt  for  th»  thxn  neozbi  ended 
9/30/76  ftll  23%  to  $9.1  miUion  as  sain  c««I-.n«d  24%  to 
$729  mUJion.  TriStar  lossn  were  S23.1  r:ii'..an  coTPwd 
with  $20.6  million  in  1975.  Pre-tax  profits  on  noo-IriStar 
programs  w«rY  S60  mUlion  $64  m^iiioa  a year  a^o. 

pwe 

Earrings  ar«  likely  to  be  depensed  otet  next  few 
ynrs.  A maiof  problem  is  the  burde.nsome  Tr-juf  de^eioo* 
cneat  costs,  which  consist  of  $500  mliio.n  o:'  i.'s.zial  plan* 
aiaf.  too!>ng  and  stiart-up  cosO,  to  be  amor’.^rd  a^ama 
ea/oL-fs  at  a rate  of  $50  mUboo  per  yeir  ur.cJ  196$.  The 


FLnancial  rntnicting  completed  in  October  has  increased 
owners’  equity  26%.  For  the  first  ome  months  of  1976. 
the  Company  detirered  14  L'lOH's.  Sales  were  derired  as 
follows:  69%.  U.S  go«emmeat;  20%,  commercial  cuv 
tomera;  11%,  foreira  sovertimenta. 

Si*?CTS. 

Company  beliern  there  is  a potential  market  for  about 
300  Tri^tar  models.  The  Company's  funded  bac'xlof  at 
the  end  of  the  third  quarter  was  $4.07  billion,  down  5%. 
BackJof  is  comprise*!  of  40%  US.  government,  40%  com- 
merctaJ  and  20%  foreign  goreromenu. 
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<•023 
■ l«S 
/t»iU 
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oaw 

67 

2,335.5 

4.3 

54.359 

68 

2,217.4 

3.5 

44,476 

69 

2.074  S 

d 

332.642 

70 

2.535.6 

d 

386.232 

71 

2,352.4 

1.3 

cll.610 

72 

2,472.7 

Z3 

C13.034 

73 

2,756  8 

3.0 

el4.C31 

74 

3^79.1 

3.9 

123.200 

7$ 

3.3S7.2 

4.3 

45.300 

.76 

3^00  0 

38,700 

rnci  tA«et  I j TUB 


I .1  I I III 1 1 I 

b-Ifld  S125.0  mill.  ii.(i«uur«  ran.mib!,  into  rem..non  at  S72.50  i jliart.  c B«for*  ip«ial  iinni;  1971.  $.1.8  mill  (13<  i 
aliara)  tr»dit;  1972,  $3.2  mill.  (23«  a iharr)  cr«it;  1973,  $2.7  mill.  (24«  a shajt)  tjadiL  t-Ra'Iatu  thanj*  to  UTC 

■rcDuntine. 


•ccountinf. 

leccReoearcQ:  June  21,  1932-Caiifomij 
fOieCiRai  2555  No.  Hollywood  Way 


First  Tuesday  'in  May 


■'juneoa 

iTc:x*«:irctR>.  44.590 


G.emieal  Bank,  N.Y. 

PFFlCtffl 

Company  o/fice 

R.W.HMck.O>mn. 
G.O.  Kitchen.  Ftps, 

i I'iir^eae 

blanufacturere  Hanorer  Trust  Co,  N.Y. 

h Ch.  Oper.  Off. 

1 

1 

United  Calif.  Bank,  Los  Angein,  Calif. 

JJ  Ryan.  Secy. 
R.R.  McKirahan. 
Treasurer 

f IXTTlT 

so.:  15 

1 $li5'37L 

SH3.-  544.816 

(Source:  32) 
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Dividend 

None 


Yield 

None 
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St9<il-» 

COMMON 

SUMArlARY:  Lockheed  it  o principal  supplier  fo  the  US.  Government  of  military  aircraft 

end  missiles  and  of  space  vehicles.  Cost  overruns  on  several  progroms  and  heavy  financing 
requirements  of  the  cruciol  L-10I1  commercial  |et  have  lowered  rash  reserves  and  neces- 
sitoted  large  Government-guaranteed  loans  and  a new  financing  plan  by  the  company's 
principal  banks.  Implemenfoiion  of  the  new  plan  has  increased  equity  and  stretched 
out  debt  moturities  in  exchange  for  higher  interest  rotes  and  potentioliy  dilutive  stock 
purchase  worronfs.  A sharp  rise  in  L-IOI  1 charges  should  have  resulted  in  o large  earnings 
decline  in  1976.  Further  L-1011  charges  and  increased  interest  costs  may  cause  on  ad- 
ditional large  earnings  decline  in  1977.  Further  out,  earnings  will  be  heavily  affected  by 
developments  regording  the  L-101  1 ond  overseas  business  transactions. 

- - PROSPECTS 

Neor  Term — Sales  for  1976  are  placed  at 
S3. 15  billion,  dcun  from  1975's  $3.39 billion. 
Earnings  are  estimated  at  $3.00  a i:hare, 
compared  with  $3.86. 

Sales  for  1977  should  fall  t'c  or  so,  due  to 
lower  L-101 1 and  C-130  aircraft  shipments. 

Marins  should  narrow  on  the  lower  vcl- 
iirne.  increased  L-1011  charges,  and  reduced 
C-130  program  profits.  With  interest  charges 
up  sharply  (due  to  restructured  bank  financing 
agreements),  earnings  for  1977  may  decline 
25^  or  so.  Dividends  are  prohibited  by  loan 
agreements. 

long  Term  — l!  will  be  necessary  for  the 
company  to  sell  a greatly  increased  number 
of  L-lOli  jets  a.nd  receive  ample  bank  fi- 
nancing in  order  to  maintain  satisfactory 
earnings  levels. 

RECENT  DEVELOPMENTS 
fn  April.  1976,  (.he  company  signed  a con- 
sent decree  *'th  the  SEC,  agreeing  to  avoid 
certain  past  business  practices  with  respect 
to  overseas  busmess  transactions.  The  ae- 
cree  also  provided  for  a Special  Review 
Committee  of  outside  directors  which  will 
report  to  the  U.  S.  District  Court  a.nd  the 
SEC.  After  this  report  (expected  in  the  spring 
of  1977),  LK  can  proceed  with  its  annual 
meeting,  postponed  from  November  5,  1975. 

Reflecting  a continued  slowdown  in  the 
commercial  jet  market  LK  in  3975  changed 
its  L-lOll  accounting  met.hod  by  agreeing  to 
write-off  S515  million  in  previously  inven- 
torized costs  ($13.5  million  in  1975  and  about 
$50  nullion  each  subsequent  year  to  1965), 
Funded  backlog  at  Sept»imber  30, 1976,  was 
$4.07  billion,  down  from  $4.75  billion  a year 
earlier. 

Some  44  lawsuits,  totaling  over  $35C  mil- 
lion. have  been  filed  against  LK  concerning 
a C-5a  crash  at  Saigon  Airport  in  April, 
1975.  LK  has  namod  the  U3.  Government  as 
a third  party  defendant  and  believes  insur- 
ance is  adequate  to  rover  any  liability. 

'•o*  A ^“■•0  •“  £*'.o  S ti  y fomi  tciej 


SALES  (Million  S) 


Quarter: 

1976 

1975 

1974 

1973 

1972 

March 

863 

748 

716 

616 

494 

June 

637 

676 

922 

727 

673 

bepi 

729 

992 

TM 

505 

640 

Dec 

862 

937 

830 

666 

Sales  for  the  nine  months  ended  September 
30.  1976.  were  down  3.8“  from  those  of  the 
year-earlier  period,  reflectm;  lower  de- 
liveries of  L-1011  and  S-3A aircraft.  Sh.arply 
higher  profits  on  the  C-130  aircrait  program 
and  lower  interest  costs  ouneighed  Lhe 
effects  of  the  reduced  volume  and  heavier 
L-1011  charges.  Thus,  the  decline  in  pretajt 
income  was  pared  to  l.S'7.  After  taxes  at 
60.0^  against  SS'i  (the  higher  rate  due  to  in- 
creased tax  rates  on  foreign  earnings),  net 
income  fell  iS.S'x.  Earnings  equaled  S2. 6 1 a 
share,  down  from  S3. 18.  On  a fully  diluted 
basis,  share  earnings  were  S3. 38.  compared 
with  S2.83. 

’COMMON  SHARE  EARNINGS  (S| 


Quarter: 

1976 

1975 

1974 

1573 

1972 

March 

0 92 

0.86 

0.34 

0.26 

0.30 

June 

0.94 

1.25 

0.75 

0.52 

0.37 

S:p(. 

C.75 

1.C6 

0.54 

0.07 

0.23 

Dec.  

0.6E 

0.41 

0.35 

0.26 

N v S S 

0:«0  Im 

■tfO  *3: 

'■c  5 5 * *1 

’3it3  a 

-sfOA  C'* 

orq*  iht  basvs 

o«  ©♦  jCv  p'ar* 

TtiS'o* 

pr05'Of" 

■ P .O'ASf 

rj  -4  — L 1 

STANDARD  N YSE  STOCK  REPORTS 


standard  & POOR'S  CORP 

(Source:  48) 
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LOCKHEED  AIRCRAFT  CORPORATION 


'INCOME  STATISTICS  (Miihon  S)  AND  PER  SHARE  ( S)  DATA 


> — Common  5ho 

'•{5) 

Dels— — — 

YtOf 

9 

9 Oper 

Oepr. 

K#t 

*7w"d5 

EqrnL 

(nbed 

(oc.  af 

Cpc.* 

i 

e«i 

•Net 

Gene'- 

0<*u 

Pr.C* 

Oet.  31 

So!«i 

Ir>c 

Amort, 

Ta«tt 

Inc. 

*£0'n» 

ded 

Paid 

Range 

HI  to 

1976— 

-- 

— 

— 

— 

— 

— 

U 

12  W-  6’.» 



I975-- 

3.337  2 

5 5 

137  tC 

39  33 

90  ;o 

45  30 

• 3 86 

1 1 97 

W 

12'.-  3*i 

4.  1 

19/4  — 

3.279.10 

3.2 

168  90 

42, .*0 

34  90 

23  :o 

2.C1 

M 

3h  - 3^ 

3-“2 

1973— 

2.756  79 

4 6 

127  3? 

45  22 

1962 

14  08 

1 24 

5.2? 

k! 

9i^-  2ti 

8-  7 

1972— 

2,372  ’3 

4 7 

1 16  27 

47  77 

27  73 

13  03 

M3 

5 33 

M 

15*»-  8*4 

13-  8 

1971  — 

2.352.37 

3 7 

106  77 

54  58 

25  38 

t 1 61 

1.02 

5 83 

M 

I5'4-  7h 

15-  7 

1970— 

2.335.60 

4i< 

4 53  76 

36.36 

4160  30 

4 86  23 

47  60 

42  63 

M 

21H-  7 



1969— 

2.074  64 

dtf 

427  32 

43  94 

_J76  8?_ 

422  61 

0 99 

1.70 

50  -17 

I963-- 

2.217.37 

5.2 

Il4  87 

33  C9 

78  27 

44  43 



*3  96 

5 20 

2 20 

bOVk-40'6 

1967— 

7,i33  .6 

3 6 

131  c3 

30.99 

99  42 

34.36 

4 86 

8 37 

2.20 

73'e-48H 

15-10 

1966-- 

2.084.76 

6 4 

132  74 

25  33 

1C7  28 

38  S3 

5 29 

7 14 

2.20 

73  -49 

I4>  9 

■ 'PERTINENT  BAtANCE  SHEET  STATISTICS  (Million  S) 

Nt<  SKor*>  i 


Croti  Cepilol  Rcceiv-  — — Currtnf— ~ Wofkg.  Cuf-  Term  SidPt.  Book  S'oi. 

0*C.  3)  Prop.  E*p*rtd.  I»«m»  lor>«i  oble*  AvMf  liobt.  Cop.  Ro»io  Debt  tqu  jr  Com  Sb. 


1975— 

732  6 

39.4 

5S  3 

337  5 

2C9  3 

766  4 

669  4 

97  0 

M-1 

8130 

75  3 

6 63 

1974— 

709.1 

23  > 

J22.2 

8”9l'5“ 

)74.9 

1.277  7 

773.9 

30)  8 

) 

831.7 

26.5 

2 33 

1973  — 

7078 

62  2 

76.1 

U91  8 

170  0 

1.363  2 

718.1 

845  1 

2 2-1 

853.2 

283.2 

24  93 

1972— 

661  6 

21  3 

89  0 

1 265  3 

174  9 

1 361,2 

605  2 

756  0 

2 2-1 

760  6 

266  4 

23  4? 

1971  — 
1970— 
1969-- 

660.5 
662  9 

17.7 
63  3 
119  Q_ 

101.7 
79  5 

SSI. 4 
693.9 

181.5 
179  1 

-_35U_ 

IJ65.1 
971  9 
926^ 

513  5 
503  5 

-614  ? 

65)  6 
468  4 
3127 

2.3-1 
1.9-1 
1 5-1 

707  3 
334.4 

2502 
234  a 
321. Q 

22.03 
20  67 

1968— 

503  7 

93.2 

IC6  7 

295  7 

258.4 

663  2 

429  0 

235  3 

1.3-1 

138.1 

370.7 

~32"94 

1967— 

419  3 

69.3 

91.7 

274  7 

264  2 

660.2 

367  2 

293  0 

1.8-1 

uo.o 

349  8 

31.17 

196^- 

353  6 

71.4 

23.2 

:3S3 

206  5 

546  S 

377.0 

169  7 

I 3-1 

16.9 

317.6 

28.43 

*0oto  (or  1973  4 t^’ereoher  a*  or»9ir»a'l>  reported,  dsto  ^or  eocn  yr.  prior  fo  1973  os  token  Irom  twb%eqjent  yr.'i  Annwol  Re- 
port; re/1e<ti  occtq.  cNonge  for  InSfor  pfo^rom  development  ros's  oft.  1 973.  *1«  1972-74  boted  on  oss'jmpi'on  of  30-0-piont 

TnSfer  pro^rom.  bef.  ipec.  cri.  ofS0.34oin  m 1973,  50  in  l®7?ii  S0  34  m 1971.  *Pri(T»o»y  eorn*.,  tuHy  dJ jtep  sh.  eorni. 
were  S3. 49  it  1975  4 S3  64  m 1968.  *e«cl.  TriS'or  loifiot  planning  ^ roolmg  <o»t%  4 unrecovered  propuctic  n ttort-wp  cosli  cf  ■de- 
livered oirc'ort  oh.  1 974.  dOef-cit.  ' As  e ^mooted  bv  Stor'dPra  4 ^or). 

change  for  highe  r rest  rales  and  additional 
stock  purchase  warrants.  Unde  r the  plan.  $4C0 
rr.ilUon  Ln  bank  credit  notes  was  convened  into 
$3S0  million  of  term  loans  e.xtendin^to  March 
31,  1981  and  $50  million  of  new  9. 5S: cumula- 
tive Sinking  fund  preferred  stock  vraisin» 
equity  as  of  September  30,  1976  to  $159.3 
million  from  $100.6  mdiion).  Books  will  con- 
tinue to  make  guaranteed  lOvOns  to  a $650  mil- 
lion maxi.T.um  tSlOO  m.iilion  currently  taken 
down)  through  1977,  witn  a one-year  exten- 
sion possible.  The  termloansbearinterestai 
prime  plus  l^j  (versus  4'.o  for  the  bank  credit 
notes)  until  expiration  of  the  Government 
guaranteed  loans,  then  pn.me  plus  $7 

m.dhon  of  deferred  interest  is  payxbU  after 
expiration  of  the  Government  guarantee.  The 
banks  also  received  adduionaJ  10-year  war- 
rants to  buv  1,250,000  shares  of  LK  common 
at  S7  ar^d  500,000  at  $10. 

Auditors  qualified  their  opinion  of  the  197$ 
financial  statements  subject  to  the  effects  of 
L-lOll  program  developments,  legal  pro- 
ceedings, and  disclosure  of  commissions 
paid. 

capitalization 

LO^^G  TERM  . DEBT:  $673,500,000,  tncl. 
$125,000,000  sub.  debs,  due  1902,  conv. 
into  common  at  $72-50  a snare. 

$9.50  CUM.  PREFERRED  STOCK:  500.000 
shs.  ($l  par),  75,000  shs.  lobe  retired  an- 
nually at  $103  a sh.  beg  Dec.  21,  1979. 
CO.MN’iON  STOCK:  11,356.610  shs.  i$l  par), 
WARRANTS:  To  purchase  1,750,000  sli5.  at 
$7.00  a sh  thru  Nov.  15.  1585  and  l,250,00'0 
shs.  at  $7  00  a.ncl  500. OCO  shs.  at  $10,  both 
thru  Sept.  30,  1986.  (All  privately  held.) 

.«  Col  .«  1932  Off’ice  — 2555  so'^^  r-oliY-via  Way  Bvfboftfc  Coi  f 9i570  (f i3rT47-61  21.  e»*»— i O 

Sfcy— J t ®yo«  V?»rT>at— 9 R 0tr\  — 9 W naeck  R A Ai'<5»f\on.  M 6»fb#»»on.  C CNoopH 

l#i,  0 M J f C'0»\  ) ^ « I C S G^cv».  *.v  m l J K Mafto**  C L >o*w>\o*' 

LO  tc*'#’'.  J V/.  I -S  S^o-  • w.  V.ft,of».  Jf  Tfortf^f  Ag«oti  — Co'-pon*»  CrT.;*  Cf'fv'*col  Bortk.  N»C  K^g.tiro** 

— TrwU  Co  *«TC  Coi  ? ink  •OSA'-'-let 

9<*  &-•*  9^*^  »'«—  .A.,"#,  *.-J  »o  L*  b-'  ti,  okm.9<  V n*-t  < em 

«•  V b’»v*5  -O*  % * 


Fundomenlol  Po.-tion 

Lockheed  Aircrift  is  a broad- based  aero- 
space firm.  In  1075  sales  and  program  pro- 
lits  broV'.e  down  as  follows;  L-1011  17'^o  ar.d 
a deficit  of  KU,  all  other  iircr  ft  43'!e  and 
131^f,  missiles  and  space  37'-;  ar.d  48-;o,  and 
shipbuildi.ng  3x  and  a deficit  of  15-!j. 

The  mos'  imoorrart  commercial  projsat 
Is  the  L-10’1  TriStar  commercial  jet.  Thus 
far,  orders  and  options  total  203  with  io3 
deliveries.  At  June  27,  1976,  of  S283  mUlion 
in  L-1011  gross  inventories  O-ass  5130  mil- 
lion in  customer  advance  payments)  realiza- 
. tlon  of  $158  million  (represe.-.ting  production 

f cost  of  aircraft  in  inventory  or  in  process 

. . of  manufacture)  was  sub;ect  to  future  de- 

-..J  liveries. 

Significant  defense  programs  include  Uie 
pro-duction  of  th.e Navy'sS-S.Aanti-Eubmarme 
aircraft  and  P-3  patrol  bomber  at  the  Cali- 
fornia division,  Uie  C-130  tra.nrport  at  the 
Georgia  division,  missiles  for  the  Poseidon 
(and  its  successor  Trident)  programs  and 
Agena  space  vehicles  at  the  Missiles  and 
Space  subsidiary,  and  submarine  tenders 
at  the  Shipbuilding  a.;d  Construction  Co. 

Dividends  which  had  been  raid  since  19-J8, 
were  omitted  in  Febrjiry,  1970. 

Employees:  54,900.  Sureholders;  44,590. 


Finance! 

On  October  27,  1976,  after  receiving  ap- 
proval of  holders  of  its  capital  stock  and 
convertible  debentures,  the  company  put  into 
effect  its  new  financing  plan  which  increases 
equity  and  stretchesoutdebi  maturities  In  e.x- 
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(Source:  48) 


I 


The  worksheets  illustrate  the  computations  of  those 


financial  ratios  mentioned  in  Section  II  of  the  financial 
analysis  checklist.  A trend  analysis  of  those  ratios  is 
shown  using  eight  years  of  financial  data.  The  data  source 
for  the  ratios  is  Lockheed  Aircraft  Corporation's  1976 
10-K  Report  and  Standard  and  Poor's  N.Y.S.E.  Stock  Report 
on  Lockheed  (dated  12  January  1977) . Lockheed  was  chosen 
as  the  example  corporation  because  the  dat^  was  on  hand. 
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III.  KFFICIENCY  RATIOS  INDUSTRY 


lockheed  has  no  meaningful  working  capital  turnover  value  because  the  value  is  negative. 
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pilot,  but  also  as  an  academic  instructor  and  training 
officer.  Since  coming  to  AFIT,  he  has  become  a member  of 
Alpha  Iota  Delta,  an  honorary  fraternxty  of  the  American 
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